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LETTER TO OUR STOCKHOLDERS

2006 has been a year of transition for Zila and | would like to thank
you, the shareholders, who have supported us through this challenging
and exciting period. | have met with many of you during the last
several months and have been pleased by the strong endersement
that you have expressed for our transformation strategy.

As | became CEO of Zila, we devetoped a vision to become 2 high-
growth cancer diagnostic company focused initially on oral cancer;
our strategy over the last four years has methodically moved us
toward that goal. During the last twelve months we have accelerated
our progress and accomplished the following:

B Launched and grown ' Vizilite® Plus nationally through dental
distributors;

B Grown Vizilite Plus insurance coverage to approximately ten
million covered lives;

B Moved OraTest® into a new phase |l clinical program that we
expect to be completed next year;

B Divested our IST subsidiary;
B Divested Zila Nutraceuticals for $37.5 million in cash;
B Paid off nearly all our debt;

B Signed agreements to complete a $40 million private placement,
over 80% of which will be provided by existing Zila shareholders;

M Signed an agreement to acquire a profitable dental products
company, Pro-Dentec, and;

B Achieved a strong balance sheet to fuel future growth.

Let's review the strategy and the rationale behind these achievements:
Four years ago we developed a strategy to grow our Nutraceutical
business in order to generate the cash required to fund the regulatory
approval and commercialization of our cancer detection products.
Today, ViziLite Plus is the market leader for oral cancer detection and
OraTest is in the midst of its SPA Phase |l Clinical Trial.

While we have successfully grown ViziLite Plus through dental
distributors, the dental distributor model alone does not enable the
hands-on sales approach required to fully integrate an oral cancer
screening product into dental offices nationally.

Thus, we implemented a plan to validate an improved sales model. We

hired ten sales representatives in FY06 and dedicated them toward -

integrating Vizilite Plus into dental practices. This team has clearly
demonstrated that a direct sales force can provide far greater growth
of Vizilite Plus and OraTest, than the distributor model alone.

The next step was to identify a business with an established national
sales force to sell Vizilite Plus, and ultimately OraTest. After
screening over 200 dental companies, we identified an ideal candidate,
performed exhaustive due-difigence and signed a definitive agreement
to acquire Professional Dental Technologies {"*ProDentec”).

Pro-Dentec focuses on Soft Tissue Management (STM®) oral care
products that it sells directly to dental offices through its dedicated
national sales force. The company’s national marketing program
reaches most of the nation’s dental offices and includes approximately
115 continuing education seminars each year that dentists and their
staffs pay to attend. These seminars, which are certified by the
American Dental Association and the Academy of General Dentistry,
are ideally suited to train a large number of dental offices on the
impartance of oral cancer screening with Vizilite Pius. Pro-Dentec
has annual revenue of approximately $35 million and EBITDA of
approximately $5 million.

We believe that ProDentec will enable rapid growth of ViziLite Plus
while the OraTest regulatory effort is completed, such that following
its FDA approval, OraTest will be quickly launched through a capable
and growing sales and marketing infrastructure focused on oral cancer
detection.

Penetration of just a very conservative [0% of the potential oral
cancer screening market that currently exists within dental offices -
in the United States would provide enormous growth for Zila; Pro-
Dentec provides us the means to accomplish that objective.

Four years ago Zila was comprised of many diverse and non-
synergistic businesses and business models. its oral cancer program
held the most potential for the company but was the least developed.
Today we are focused, and ProDentec has the sales and marketing
infrastructure that will enable us to achieve our Vizilite Plus and
OraTest growth objectives.

Through this transition we recognize that our stock performance
has been impacted. Our commitment is, and always will be, to
enhance shareholder value. We have implemented a strategic plan to
accelerate market penetration, achieve a state of growing profitability
and become a leader in the cancer detection field. Itis our intent to
position Zila within a peer group of high growth diagnostic companies
that achieve very favorable market valuations, We believe that this is
the most promising time in Zila’s history and we look forward to an
exciting fiscal 2007.

I —T= A

Douglas D. Burkett, Ph.D,
Chairman, Chief Executive Officer and President
November 24, 2004
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PART I

1 . A

Item l Business - -

'

Ziia, Inc. is an innovator in preventive healthcare technologies.and products, focusing on enhanced body
defense and the detection of pre-disease states. In this report, “Zila,” the “Company,” “we,” “us,” or “our” refer to
Zila, Inc. and its wholly-owned subsidiaries. Zila, Inc. is a holding company that conducted its business operations

during fiscal 2006 through three Business Units: Nutraceuticals, Pharmaceuticals and Biotechnology.

The Nutraceuticals Business Unit (“Nutraceuticals”) manufactured and marketed Ester-C®, a patented,
branded, highly effective form. of vitamin C sold by us into 24 countries around the world, and Ester-E®,.a
proprietary, branded, enhanced form of vitamin E whose first commercial shipments commenced in‘May 2004 in
the United States. The Nutraceuticals Business Unit previously included Oxycal Laboratories, Inc., an Arizona
corporation {“Oxycal™), and its subsidiary, Zila Nutraceuticals; Inc., also an Arizona corporation. In January 2005,
Oxycal was merged with its subsidiary and was renamed Zila Nutraceuticals, Inc. On August 13, 2006, we entered
into a definitive agreement with NBTY, Inc. for the sale of all of the common stock of Zila Nutraceuticals, Inc. for
$40.5 million with $37.5 million paid in cash at close (subject to a working capital adjustment) and the remaining
$3 million paid through an earn-out formula that is dependent upon the future performance of the business. This
transaction closed on October 2, 2006, and we therefore will no longer operate, at this time, a Nutraceuticals
Business Unit as discussed below in “Recent Devc]opmems

. The Pharmaceuuca]e Businese Unit (“Phannaceuticale”) includes the ViziLite® chemiluminescent disposable
light product, and the adjunct product ViziLite® Plus with T- Blue®*"™, for the illumination and marking of oral
mucosal abnormalities, and Peridex® prescription periodontal rinse. The assets of Zila Swab Technologies, Inc., an
Arizona corporation dba Innovative® Swab Technologies (“I1ST”), were sold in July 2006. The Pharmaceuticals
Business Unit includes Zila Pharmaceuticals, Inc., a Nevada corporation, Zila Limited, a United Kingdom company
and Zila Swab Technologies, Inc. '

The Biotechnology Business Unit is our research, development and licensing division specializing in pre-
cancer/cancer detection through our patented Zila Tolonium Chloride 'squamous cell cancer detection technology
and is the manager of the OraTest® product, an oral cancer diagnostic system. The Biotechnology Business Unit
mcludcs Zila Biotechnology, Inc. and Zila Technical, In(f both Anzona corporations.

Recent Developments
Nutraceuticals Business Unit Disposition

Several years ago, we established a strategy to grow our highest potential businesses. We believe that the long-
term outlook of our proprietary cancer detection products and technolognes within our phdrmaceuucals and
biotechnology platforms has the greatest potential return for our company and shareholders. We also believe that
our maximum long-term value is more likely to be realized in opportunities that are focused on the development and
commercialization of products from our Pharmaceuticals and Blotechnology Busmcss Units, including ViziLite®
and OraTest®, our oral cancer detection product. .

Part of our strategy included growing the Nutraceuticats Busines$ Unit and using the cash flow it generated to
help fund development, market approvals and other costs associated with our cancer detection business. We now
believe that we have reached a point where the sale of our Nutraceuticals Business Unit is consistent with our long*
term goals and strategies, will create liquidity and will assist managemem in focusing on our hxghcst potcmlal
products

Accordingly, after engaging in a process to assess the feasibility of divesting the Nutraceuticals Business Unit,
on August 13, 2006, we entered into a definitive agreement with NBTY, Inc. for the sale of alt of the common stock
of Zila Nutraceuticals, Inc. for $40.5 million with $37.5 million paid in cash at close (subject to a working capital -
adjustment) and the remaining $3 million paid through an earn-out formula that is dependent upon the future
performance of the business. On September 27, 2006, our shareholders approved this transaction and we closed the
transaction on October 2, 2006, ) .




Several of our customers, among others, were involved in the process we used to assess the feasibility of the
divestiture of our Nutraceuticals Business Unit. As a resuli, we believe that they may not have purchased product in
amounts consistent with prior experience over the second half of fiscal 2006 as we engaged in this process because
they were evaluating their strategic interest in the business. This had the effect of significantly decreasing our sales.
Net revenues for the Nutraceuticals Business Unit declined approximately 44% to $21.5 million for fiscal 2006.

Product Developments

We made significant progress in the furtherance of our OraTest® regulatory program during fiscal 2006. In our
second fiscal quarter, we successfully reached agreement with the Food and Drug Administration (“FDA™) on the

Jesignandysize,ofithe,newaphase;llclinicalytrial,undenthe. FDAgmpemalgprolocoliassessment &SPAY), processyand
“commienced patient.enrollment:+The;SPA trial is expected to provide the primary basis for safety and efficacy in the

OraTest new drug apphcatlon (“NDA”). Prior studies will also be submitted in the NDA and are expected to support
the product’s safety and efficacy. The revised regulatory program is designed to reduce the duration and the cost of
the original program while improving the potential market size by assessing the efficacy of OraTest® in staining
cancerous and pre-cancerous oral lesions in a population of tobacco users and alcohol drinkers. We believe that we
can complete the current study enrollment in approximately one year from the beginning of enrollment from most
clinical sites in spring 2006, aithough no assurances can be given in this regard. The on-going trial is expected to
require less than 4,000 patients who generally undergo a single visit and may include up to two interim analyses. We
have made significant progress in enrolling patients in the study and we are approaching a point where an interim
analysis of the test results may be required. Upon completion of the clinical program and assuming that all required
clinical requirements are achieved, we estimate that it will require approximately six months to complete our
clinical, non-clinical and chemistry, manufacturmg and controls (“CMC™) objectives in order to prepare the NDA
supplement for submlss:on to the FDA.

We continue to aggressively pursue establishing ViziLite® Plus as the standard of care for oral abnormality
screening. We introduced our ViziLite® Plus product at the October 2005 annual meeting of the American Dental
Association and commenced sales in our second fiscal quarter. ViziLite® Plus is a combination product that includes
the ViziLite® chemiluminescent device to ldemlfy abnormalities in the oral mucosa and a TBlue®"™ marking
device containing Zila Tolonium Chloride (“ZTCT“") to mark the identified lesions for further evaluation. A 128%
increase in ViziLite® sales led a 34% growth in net revenues in the Pharmaceuticals Business Unit for fiscal 2006.

Potential Acquisition

As discussed above, we believe that our current and potential proprietary cancer detection products and
technologies in the Pharmaceuticals and Biotechnology Business Units hold greater future growth potential. To that
end, we have been considering an acquisition that would increase our ability to distribute the product as well as
developing technologies of our Pharmaceuticals and Biotechnology Business Units. We have executed a non-
binding letter of intent for the potential acquisition of a privately-held dental products company for $34.0 million
and are engaged in negotiations in an effort to reach a definitive agreement, If this transaction is completed, we
believe that the acquisition and integration of the target company would provide us with a national sales and
marketing organization that details a small suite of proprietary, high margin dental products that complement our
cancer screening and detection products. We believe that this potential transaction would give us substantial
penetration into the dental marketplace, which we could leverage to increase sales of ViziLite® Plus and set the
stage for a more successful new product launch after we are successful in navigating our OraTest® cancer detection
drug through Phase III clinical trials, although no assurances can be given in this regard. In the fourth quarter of
fiscal 2006, we began to prepare for the acquisition of a company with a naticnal sales force that would provide us
the option to sell ViziLite Plus® directly to dentists. We focused our fourth quarter sales and marketing efforts
toward ViziLite® Plus adoption and integration within dental offices resulting in continued increases in acceptance,
growth and repeat orders by dental offices from dental distributors. However, deliberate reductions in sales to our
existing distribution channel were made as we optimized our flexibility to potentially modify our means of
distribution. The upward trend of quarterly ViziLite®/ViziLite® Plus revenues generated during the preceding seven
quarters has been disrupted by these strategic measures.
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Our Products

Nutraceuticals

Prior to the disposition of the Nutraceuticals Business Unit, we sold the following Nutraceuticals products.

Ester-C®

Ester-C® is a unique and patented form of vitamin C containing natural vitamin C metabolites that help it work
differently than other forms of vitamin C. It is natural, non-acidic and gentle to the stomach. Products manufactured

with Ester-C® nutritional ingredients were sold by us into 23 countries worldwide. We required our customers to
display the federally registered Ester-C® logo on their packaging. Ester-C® ingredients are primarily used in dietary
supplements and are available to consumers at retail under approximately 300 brand names distributed by leading
supplement manufacturers and marketers.

The principal forms in which we sold Ester-C® were bulk granular and powdered Ester-C® calcium ascorbate
plus metabolites. We also distributed Ester-C® ingredients in a variety of product line extensions. Ester-C® Topical
Concentrate, a liquid formulation for skin care products, provides a stable form of vitamin C that penetrates to the
collagen-producing layers of the skin. Specialty grades of Ester-C® nutritional ingredients are available for use in
multivitamins (Ester-C® MV), chewable vitamins (Ester-C® CG) and effervescent products (Ester-C® EG). Ester-

C® Chelated Mineral Blend provides the benefits of supplemental vitamin C for animals. During fiscal 2003, we

also launched an Ester-C® soft chew product that is a sweet, candy-like form of Ester-C®,

We held four United States and corresponding foreign patents on certain compositions and methods for
administering vitamin C and therapeutically active compounds, one patent on a stable liquid form of mineral
ascorbate, and we were issued a patent in the United States for methods and compositions for increasing the
effectiveness of cancer chemotherapy agents with Ester-C® technology. Sales of Ester-C® accounted for approx-
imately 74%, 86% and 84% of our net revenues for fiscal years 2006, 2005 and 2004, respectively. In fiscal 2006,

our revenues from two customers, NBTY, Inc. and Natrol, Inc., are each in excess of 10% of consolidated net

revenues.

Ester-E®

' - . <'£ M ’ 1

Ester-E® is an enhanced vitamin E formed by joining natural d-alpha tocopherol to a phosphate molecule in a

‘patent-protected process. This process creates tocopheryl phosphates, a concentrated form of a naturally occurring

ester of vitamin E. Ester-E® is designed to protect the antioxidant potential of vitamin E during absorption, transport

and storage in the body to assist in the delivery of its nutritional benefits when needed. We sold Ester-E® as a bulk -

ingredient to nutraceutical manufacturers and promoted it directly to consumers through brand-building national
advertising under a marketing and distribution model similar to our Ester-C® products.

Our license agreements with Vital Health grant us the exclusive rights in the human dietary supplement market
for certain issued and pending patents, know-how and data pertaining to tocopheryl phosphates in the United States,
Canada and Indonesia. Our arrangements with Vital Health also granted us extensive rights in the animal dietary
supplement market in these countries.

Pharmaceuticals .
ViziLite® Plus

ViziLite® Plus with TBlue®*™ is a patented, FDA-cleared device for enhancing visualization of oral tissue
abnormalities in patients at high risk for oral cancer. It consists of a disposable, chemiluminescent, low-wavelength
light and ZTC™ lesion marking system. The wavelengths of light produced are absorbed by normal cells, but are
reflected by any -abnormal cells. Using ViziLite® during a visual examination, normal cells appear dark, while
abnormal cells appear bright white. The TBlue(’mrM marking system is then uséd to mark any suspicious lesions for
further evaluation and follow-up. oo




Peridex®

Peridex® is a prescription antibacterial oral rinse used between dental visits as part of a professional program
for the treatment of gingivitis and pertodontal disease. Well-known and respected among dentists, Peridex® is
highly recognized due to the product’s proven efficacy and longevity in the market. The active ingredient in
Peridex® is 0.12% chlorhexidine gluconate. Peridex® is the first and only rinse to receive the American Dental
Association Seal of Acceptance for reduction of plagque and gingivitis. Peridex® effectively controls the oral
bacteria associated with periodontal disease, particularly in the first and only completely reversible stage, gingivitis.
Controlling gum disease at its earliest stage is important because, if left untreated, gingivitis can progress to
periodontitis, resulting in destruction of the pericdontal structure and supporting bone.

¥

Biotechnology

OraTest®

ZTC™ is the active component in OraTest®, a patented form of pharmaceutical grade toluidine blue. In
numerous studies, the technology behind ZTC™ has been shown to selectively stain lesions with a high risk of
progressing to oral cancer and pre-cancer, leaving non-cancerous lesions unstained. The potential applications for
ZTC™ may in¢lude detecting high-risk lesions of the cervix, esophagus and skin as well as oral cancer, for which
OraTest® is currently designed. ‘

The OraTest® product is a patented system designed to be an aid in the early detection of oral squamous cell
carcinoma and high-risk premalignancies. OraTest® consists of a ZTC™ aqueous solution with acetic acid and
alcohol, and acetic acid pre- and post-rinse solutions. It is a diagnostic adjunct for oral cancer and may be used as a
general rinse for detecting oral cancer in patients at elevated risk for oral cancer and as an aid to establish borders for
biopsy and surgical site selection, applied as a chair-side oral rinse and swab and administered by either a medical
practitioner or dentist. OraTest® contains the active ingredient ZTC™, a staining agent that has been reported in
medical literature to stain cells within the mouth that are cancer and pre-cancer and that may not be otherwise
visible to physicians or dentists. Clinical research has shown that OraTest® may detect lesions on the progression

pathway to oral cancer, which still appear to be normal under the microscope.

According to the American Cancer Society, approximately 31,000 new oral cavity and pharyngeal cancers are
being diagnosed each year in the United States, resulting in the death of approximately 41% of the people affected
within five years. Oral cancer remains one of the most debilitating and disfiguring of all malignancies. Worldwide,
oral cancer is the sixth most common cancer in men. In 67% of people diagnosed with oral cancer, the disease has
spread to distant structures, resulting in a poor prognosis. The usual method of detecting the disease is a visual
examination, and early-stage cancers are only diagnosed 33% of the time. Those who do survive frequently undergo
disfiguring surgery. When oral cancer is detected early, survival rates are about 82%; detected late, the survival rate
reportedly falls to 27%.

We are concentrating our efforts and investments on a regulatory program to support our application for
approval of the OraTest® product in the United States by the FDA.

The product has already been approved for distribution in the United Kingdom, Australia, Belgium, Holland,
Luxembourg, Finland, Greece, Portugal, Bermuda and the Bahamas. .

Sales and Marketing
Nutraceuticals
Ester-C® and Ester-E®

Prior to our disposition of the Nutraceuticals Business Unit, we marketed Ester-C® and Ester-E® products
through an atypical but effective business model for the vitamin supplement market, selling patent-protected bulk
vitamin ingredients to supplement manufacturers and marketers and driving demand for these products through
branded consumer advertising and public relations. Our multi-million dollar marketing program was designed to
generate significant Ester-C® and Ester-E® awareness and use among current vitamin C and E consumers. The
marketing program utilized national television and radio advertising, communicating the benefits of
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supplementation with Ester-C® and Ester-E®. We also worked closely with our manufacturer/marketer customers to
support their efforts at gaining broad scale retail distribution and key retailer display and promotion. International
sales of Ester-C® were accomplished through local distributors, who received our assistance in public relations and
advertising. Ester-E® was launched in the United States market late in fiscal year 2004 and was promoted directly to
consumers through brand-building national advertising.

Pharmaceuticals

ViziLite® Plus

In order to achieve the vision of establishing ViziLite® Plus with T-Blue®**™ as the standard of care for oral

abnormality screening, the overall strategy is to educate the dental professional and widen distribution among
practicing dentists. Through a combination of independent sales representatives and regional distributors, we have
focused on ten key geographical markets ‘that have demonstrated early acceptance. Market expansion will be
primarily generated by the following driveérs: the development of self-study training through offline and online
continuing education programs; the expansion of the field selling effort based on achievement of success metrics in
existing focus markets; a comprehensive program targeting insurers designed to secure a meaningful level of
insurance reimbursement for use of the Vizil.ite® Plus device now that the AIDA codes have been pubtished; and
completion and effective communication-of information about current and planned clinicai efficacy trials that can
provide thought leader support, involvement and commitment to the ViziLite® Plus concept. Additionally, if the
potential acquisition of the dental products company is completed and successfully integrated, we believe this
company would provide us with a national direct sales and marketing organization to facilitate our market
expansion plans.

Peridex®

Peridex® is currently concentrated in two focused channels of distribution: (i) direct to dental and (ii) retail
pharmacies. We market Peridex® direct to ‘dental healthcare professionals through an exclusive distribution *
arrangement with Omnii Oral Pharmaceuticals (“Omnii”) a wholly-owned subsidiary of 3M ‘Company. Omnii
is a national dental sales and distribution organization and has a national network of field sales reprebentanves with
significant coverage of dental practices, dental and dental hygiene schools, as well-as managcd care organizations,
pharmacists and wholesalers. We also utilize Omnii to fuifill our shipments to national wholesa]ers which supply
the second channel of distribution, the retail pharmacy industry. ‘

Biotechnology -
OraTest®

We sell the OraTest® product through our wholly-owned subsidiary; Zila Limited, in the United Kingdom.
During fiscal 2003, we stopped promoting the product in'Europe’in favor of funding the FDA clinical trials. As of
July 1, 2004, we entered into agreement with Scope Advertising and Marketing Services, Ltd. for limited European
marketing and sales support of the OraTest® product, and (i) to assist in securing the Conformité Européene (“CE™)
Marking for ViziLite® and (ii) to develop and implement marketing plans for ViziLite®. CE Marking is a symbol
that indicates a product conforms to the legal requirements of the European Union Directive with respect to health,

~ environment and consumer protection. During fiscal 2006 and 2005, OraTest® sales in the United Kingdom were

nominal.

Manufactnnng and Supply Ce .

Nutraceuttcals . PR .

Prior to the dlsposmon of the Nutraceuttcals Busmess Unit, all Ester-C® and Ester—E® products were
manufactured at our Prescott, Arizona location, This 65,000 square foot state of the art facility integrated all
manufacturlng quality assurancelquallty control “warchousing and distribution for Ester-C® and Ester-E®.

Ascorbic acid-is the prmc1pal raw. material in the formulation and processing of our Ester~C® products and is
subject to periodic price fluctuations. To provide price stability, in fiscal year-2004 we obtained a supply of ascorbic
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acid for a substantial portion of our anticipated requirements through fiscal 2007 by entering into longer term
agreements. Prices under these agreements are below our historical average cost, providing cost predictability
through the three-year terms of the agreements. Pricing under one of these agreements can fluctuate w1thm adefined
range based on foreign currency rates. '

The key ingredient in the formulation and processing of Ester-E® is d-alpha tocopherol. In fiscal year 2003, we
initiated a strategy 1o ensure adequate supply and pricing stability by negotiating with suppliers for appropriate
supply contracts.

Pharmaceuticals
ViziLite® Plus

The ViziLite® Plus product consists of a number of compenents produced and assembled by our manufac-
turing facility in Phoenix, Arizona and by different contract manufacturers. For each component, we currently rely
on a single source of supply.

Peridex®

Peridex® is manufactured at a contract facility in Chicago, Illinois. We rely on a single source of supply for the
Peridex® product.

Biotechnology
OraTest®

- A contract manufacturing facility in the United Kingdom produces and packages the OraTest® product for sale
in that country and other European countries. In 6rder to ensure an available and stable supply of ZTC™, the only
pharmaceutlcal grade tolonium chloride and the active ingredient in the OraTest® product, we established our own
manufactunng delIlty No other pharmaceutlcal grade of tolonium chloride is available. The facility, located in
Phoemx Arizona, manufacturers ZTC™ under FDA’s current Good Manufacturmg Practices (“cGMP”)} standards,
providing the pharmaceutical-grade quality required. Conversion of ZTC™ into finished product for use in our
ongoing clinical trials is accomplished at a contract manufacturing facility in the United States under cGMP
standards, as outlined in the “Code of Federal Regulations”, and FDA requirements for production of finished,
pharmaceutical, clinical trial materials (“CTM”).

Competition

All of the industries in which we sell our products are highly competitive. A number of companies, many of
which have greater financial resources, marketing capabilities and research and development capacities than we
have, are actively engaged in the development of products that may compete with our products. The pharmaceutical
and biotechnology industries are characterized by extensive and ongoing research efforts that may resuft in
development by other companies of products comparable or superior to any that are now on the market, including
those that we sell. '

Pharmaceuticals

ViziLite® Plus

ViziLite® Plus ora! lesion identification and marking system with TBlue®*“® is a patented, FDA-cleared device

used to detect oral mucosal abnormalities. ViziLite® Plus competes with the conventional method of simple visual
and tactile testing for abnormalities that has previously been the only available methodology for identifying lesions.

Peridex® .

Peridex® competitors include generic versions and name brands, such as Periogard, made by Colgate Oral
Pharmaceuticals. Many of our competitors possess-greater financial resources than we have. However, we believe
that the reputation of Peridex® within the dental profession and our relationship with Omnii as our distributor to
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professionals will allow us to continue to compete effectively in the dental healthcare professional marketplace: In
addition, we anticipate that new packaging options and new product development activities may allow us to counter
inroads made by generic equivalents.

Biotechnology

~ OraTesr®

The OraTest® product has yet to complete its regulatory program and therefore we cannot market the product
in the United States. Because of our focus on the regulatory program, we have not placed emphasis, funding or
resources on international markets for the product. However, there are no known competitors, other than Vizlite®
Plus, to the OraTest® product in the United States or worldwide. Because the conventional method of using visual
examinations by medical personnel to detect potential cancerous and pre-cancerous oral lesions is still a widely
accepted practice, it may also be viewed as a competitor. ZTC™ and its technology are protected by issued and
pending patents. See also Item 1. “Business — Patents and Trademarks.”

Licensing
Pharmaceuticals
ViziLite®

In December 2001, we entered into an exclusive agreement with The Trylon Corporation of Torrance,
California (“Trylon™) to license the ViziLite® technology. That agreement; which was modified in October 2003,
provided that we pay Trylon: (i) a 5% royalty on the net sales of the ViziLite® product during the first five years and
(ii) a2.5% royalty on the net sales during the period commencing on the fifth anniversary of the closing date through
the tenth anniversary of the closing date after which the royalty payment ends. The license was based on the life of
the patents, unless terminated early in accordance with the agreement for certain defaults. This agreement was
further modified in March 2004, Under this modification, we acquired direct ownership of a ViziLite® line
extension, the TBlue®**™ marker that was cleared through a 510(k) notification to-the FDA. On June 1, 2005,
Shared Medical Resources, LLC acquired Trylon’s rights, titles and interests under its agreements with us, and in
February 2006, we purchased Shared Medical Resources’ nghts titles and interests in the ViziLite® technology thus
eliminating all royalty obligations. .-~ .

j
I

Peridex®

On January 30, 2001, we signed a license agreement with Xttrium whereby we granted Xttrium the right to use -
our technology related to chlorhexidine gluconate, the active ingredient in Peridex®, to produce a private label
product for distribution in certain markets. This agreement was effective through January 31, 2006. By agreement
June 12, 2005, the original arrangement was extended for a period of ten years and provides that Xttrium pay us a
royalty of 4% on sales of their generic product effective February 1, 2006,

Biotechnology
OraTest®

We have entered into agreements for the manufacture, marketing and distribution of our OraTest® products in
several foreign countries. These arrangements are currently inactive as a result of our strategic decision to focus our
efforts to obtain the requisite clearances from the FDA to bring our OraTest® product to market in the United States.

Royalty payments would be required should sales of OraTest® product commence in the foreign countries
covered by these arrangements. '




Governmental Regulation
General

Our operations are subject to regulation by governmental authorities in the United States and other countries

with respect to the testing, approval, manufacture, labeling, marketing, distribution and sale of our products. We
devote significant time, effort and expense addressing the extensive government regulations applicable to our
business. On an ongoing basis, the FDA reviews the safety and efficacy of marketed pharmaceutical products and
monitors labeling, advertising and other matters related to the promotion of both pharmaceutical and nutraceutical
products.

The FDA also regulates the facilities and procedures used to manufacture pharmaceutical products in the
United States and the sale of such products in the United States. Such facilities must be registered with the FDA and

all products made in such facilities must be manufactured in accordance with cGMP’s: Compliance with cGMP’s-

requires the dedication of substantial resources and requires significant costs. The FDA periodically inspects both
our manufacturing facilities and our contract manufacturing plants and laboratories to review compliance with
applicable regulations and procedures. The FDA may request a recall or withdraw product approvals if regulatory
standards are not maintained. FDA approval to manufacture a drug is site specific. If an approved manufacturing
facility for a particular drug becomes inoperable, obtaining the required FDA approval to manufacture such drug at
a different manufacturing site could result in production delays, which could adversely affect our business and
results of operations.

In connection with our activities outside the United States, we are also subject to regulatory requirements
governing the testing, approval, manufacture, labeling, marketing, distribution and sale of our products, which
requirements vary from country to country. Whether or not FDA approval has been obtained for a product, approval
of the product by comparable regulatory authorities of foreign countries may need to be obtained prior to marketing
the product in those respective countries. The approval process may be more or less rigorous from country to
country, and the time required for approval may be longer or shorter than that required in the United States. No
assurance can be given that any clinical studies conducted outside of any country will be accepted by such country
and the approval of any pharmaceutical or nutraceutical product in one country does not assure that such'product
will be approved in another country. ‘

We are also subject to worldwide governmental regulations and controls relating to product safety, efficacy,
packaging, labeling and distribution. While not all of the products that we plan to introdace into the market are “new
drugs,” “new devices” or new dietary ingredients,” those fitting the regulatory definitions are subject to a stringent
pre-market approval process in most countries. Submission of a substantial amount of preclinical and clinical
information prior to market introduction significantly increases the amount of time and related costs incurred for
preparing such products for market.

The federal and state governments in the United States, as well as many foreign governments, from time to
time explore ways to reduce medical care costs through health care reform. These efforts have resulted in, among
other things, government policies that encourage the use of generic drugs rather than brand name drugs to reduce
drug reimbursement costs. Virtually every state in the United States has a generic substitution law,-which permits
the dispensing pharmacist to substitute a generic drug, if available, for the prescribed brand name product.

Manufacturing companies, especially those engaged in health care related fields, are subject to a wide range of
laws and regulations. Concern for maintaining compliance with federal, state, local and foreign laws and regulations
on environmental protection, hazardous waste management, occupational safety and industrial hygiene has also
increased substantially. We cannot predict what additional legislation or governmental action, if any, will be enacted
or taken with respect to the above matters and what its effect, if any, will be on our consolidated financial position,
results of operations or cash flows.

Ester-C® and Ester-E®

Prior to the disposition of our Nutraceuticals Business Unit, we sold dietary supplements and ingredients in
dietary supplements that are regulated in the United States by the vartous states and the FDA. The FDA is the
primary governmental regulator of dietary supplements. Under the Dietary Supplement Health & Education Act of
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1994 (DSHEA), it is a-manufacturet’s responsibility to ensure that its products aré $afe and 'properly labeled prioi-to

marketing. One of the ways in which a dietary supplement may be adulterated is if it or one of its ingredients

presents “a significant or unreasonablc risk of illness or injury” when used as directed on the label, or under normal
conditions of use (if there are no dlrectlons) A dietary, supplement that contains a new dletary mgredrent (i.e., an
ingredient not markéted for dietary supplement use inthe United States prior to October 15, 1994) is also considered
adulterated unless the dietary supplement contains only ingredients which have been present in the food supply in'a
form in which the food has not been chemically altered, or for which there is a history of use or other evidence of
safety estabhshmg that the dietary mgredlent when used under the conditions recommended or suggested in the
labeling of the dietary supplement will reasonably be expected to be safe and that the supplement 1tself that

ontams the dietary. mgredtent wrll be reasonably expected to be safe. .

2

Ester-C® is not Considered a-new dletary ingredient under the DSHEA "because it was*marketed before
October 15, 1994. Vitamin E also was marketed prior to October 15, 1994. We believe that Ester-E®'is not
considered to be a new dietary ingredient because its components are not materially different in molecular structure
as compared to conventional vitamin E and because it occurs naturally in the food supply.

I

The FDA also regulates the facilities and procedures used to manufacture dietary supplement products.in the
United States or for sale in the United States. Such facilities must be registered with the FDA under the Public
Health:Security and Bioterrorism and Preparedness Act of 2002 and all products made in such facilities must be

manufactured in accordance with ¢cGMPs. The ¢GMPs with which we must comply are the current Good .

Manufacturmg Practice in Manufactunng, Packing or Holdmg Human Food

The FDA and the FTC work in tandem to regulate the manufacture and sale of dietary supplements and to
enforce laws govermng fraud, deception and unfair business, practices. The FDA has primary respensibility for
clarms ‘on product labeling, while the' FTC, has primary resp0n51blllty for-claims in advertising. All claims for
existing and new products are reviewed with regulatory counsel for risk assessment, and substantiation folders are
maintained for each claim. . .. ,, .. . . ' WO

P L

In the European Union, a dietary supplement or ingredient must be on an “approved list” before it can be '

marketed in member countries, in accordance with the Food Supplements Directive 2002/46/ EC. As of July 31,

2003, any ingredient on the market in Europe that is not on the approved list (which includes Ester-C®) must have ]

been submitted with a dossrer to support its inclusion no later than July 2005 We submitted our dossier in support of
Ester-C® to the European Commission on February 4, 2005. As a result of this submission, we remain eligible to
market Ester-C® in key'markets where we currently have sales until the earlier of (i) December 31, 2009 or (ii) until

the European Commission issues a ruling on our request. Since we are not currently marketing: Ester-E® in Europe, a

similar application for, Ester-E® is not required. . . T e . .

In Canada new regulatlons governmg natural health products which’ include vitamin C and vrtamm E, were '

implemented on January 1, 2004. Products on the marKet prior to that time were grandfathered but products rot.*

previously on the market and not included in the Canadian compendium of monographs, such as our Ester-E®,
required submission by our customers of an-extensive application to support the.safety, efficacy, and quality of
finished goods containing Ester—E@’ We cnmpleted a package in fiscal 2006 that our customers can use to submit
their finished goods appllcatlons To date, none of our customers has submitted such an application. . -

We ‘established a partnership in Japan wherein our partners facilitated the filing of an apphcatlon for the'

reglstratmn of Ester-C® calcium ascorbate. At this time, the application is awaiting review. °

. Likewise, through- a partnership established in' Korea, an application of registration of Ester-C® topical
products was completed, and prior to the disposition of the Nutraceutical Business Unit we were workmg with our
partners to begin to distribute Ester C® toplcal products in Korea

OraTest® and ViziLite® Plus

We have not received final FDA approval for OraTest® and are conducting a phase 111 clinical program to

include in an amended new ‘drug application (“NDA”). We have made a significant financial investment.to obtain :

FDA approval of the OraTest® product, develop our manufacturing facility and prepare for the introduction. of

OraTest® in the United States market. There.can be no assurance that our current regulatory program will meet the -
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FDA's requirements or that the FDA will issue a final approval of the OraTest® product. See addltlonal discussion
below under “Item 1A, Risk Factors.”

Although we have received regulatory approval to market the OraTest® product in various European countries,
we are currently not actively marketing in these countries due to our émpnasis on obtaining market approval within

the United States.

1

In January 2005, the Food and Drug Administration cleared the product, ViziLite® Plus, to be marketed as an
adjunct to a ViziLite® examination. ViziLite® Plus is an oral examination system that contains the ViziLite®
chemiluminescent device to identify abnormalities in the oral mucosa and a TBlue®**™ marking device based on
ZTC™ to further evaluate the identified lesions for patients at increased risk for oral cancer. We introduced our
ViziLite® Plus product at the October 2005 annual meeting of the American Dental Association and commenced
sales of ViziLite® Plus in our second fiscal quarter. ’

[E R EER oL, . i laefaahy

Patents and Trademarks : » ' . ' o L

" Ester-C®

The following information summarizes our Ester—C® patents and trademarks prior to the disposition of the
Nutraceuticals Business Unit. '

In 1989, 1990 and 1991, three United States patents were issued in connection with Ester-C® nutritional
ingredients. All three patents expire in 2007. Twenty-six corresponding foreign patents in couritries which were
important to our marketing and distribution strategy were awarded, with expiration dates ranging from September
2009 in Australia to 2020 in Canada. The first patent covers compositions for administering vitamin C that contain
vitamin C metabolites including threonates. The second and third patents cover compositions that include such
metabolites and therapeutically active compounds including, but not limited to vitamin C, antibiotics, amino acids,
analgesics, and anti-pyretics.

In Apnl 2005, a patent was issued covering 1mpr0ved vitamin C compositions'that will result in additional
patent protection of an improved Ester-C® product through 2019. Correspondmg patent applications are pending in
eight foreign countries. There can be | 1o assurance that any new patents pertaining to the’ 1mproved Ester-C® product
will be lssued

Ester-C® Top1cal Concentrate a stablc form of vitamin C that in preliminary studies appears to penetrate the
skin to help produce collagen and supporting structures, was awarded a United States patent in March 2001 for
“Stable Liquid Mineral Ascorbate Composition and Methods of Manufacturing and Use”, which expires in 2019.
Patents have been issued in Australia, China, New Zealand, Singapore, Taiwan and Turkey Corresponding patent
applications are pending in eight other foreign countnes

In 2002, we were granted a United States patent for “Methods and Compasitions for Potentiating Cancer
Chemotherapeutic Agents”, which expires in 2020. This patent is baséd on cancer chemotherapy research, which
showed that two of the vitamin C metabolites found in Ester-C® may increase the effects of chemotherapeutic
agents. Two related United States patents are pending, along with several corresponding foreign applications, two of
which have been granted in Australia, China, New Zealand and Taiwan.

+ - We filed an International patent application in 2003 based on studies that suggest end-use benefits related to
anti-oxidant and environmental oxidant stresses. If issued, the patent may prevent any future manufacturer/marketer
of a product containing a mineral ascorbate and a vitamin C metabolite as an imitator Ester-C® type of product (after
expiration of the Ester-C® patent in 2007) from marketing the imitator product for the claimed uses. Applications
are pending in Europe, Malaysia and Taiwan. o

Several trademarks were issued by the United States Patent and Trademark Office (“USPTO”) including the
following three major trademarks: (i) the Ester-C® trademark (both word and stylized versions); (ii) the EC?% logo
trademark; and (iii} the C-Flex® trademark. Related trademarks were issued in 47 countries with applications
pending in several other countries. :
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The followmg mformauon summanzes our Esler-E® patents and trademark prlor to the drsposmon of the

Nutraceuncals Business Umt ' , ) o
.

v

On October 31, 2003, we entered into a'license agreement w1th Vital Health'Ltd. that granted us the ‘exclusive
rights in the human dietary supplement market in the United States, Canada and Indonesia for certain issued and
pending patents, know-how and data pertaining to tocopheryl phosph‘ates‘ A subsequent agreement entered into on

August 4,-2004 extended the terms of the original agreement to give us extensive nghts in the animal dietary
supplement market in these countries. Ten patents have been issued in Australia, Canada Kores, the United States

and/or South Africa, while other applications are pending. The United States and Australian patents that have been
granted’ cover the “Improved Process for Phosphorylation and Compounds Produced by this Process.”

' 'Wé utilized Vital Health's patented technology to develop Ester-E® tocopheryl phosphates, a form of vitamin E
tailored for the dietary supplement marketplace,, at our state-of-the-art Arizona-laboratories and manufacturing
facility..Ester-E® is formed by joining natural d-alpha tocopherol to a phosphate molecule. The patent-protected
process is designed to protect the antioxidant potential of vitamin E during absorption, transport, and storage in the
body t0 assist in the delivery of its nutritional benefits when needed. Preliminary animal studies conducted by Vital
Health indicate potential advantages for tocopheryl phosphates in absorption and in the support of cardiovascular
health.

In Seplember 2004, the USPTO 1ssued a reglstratlon for the Ester-E® trademark. Corresponding trademarks

were issued in 14 foreign countries, with applications pending in several others.
ViziLite® '
. ¢ t

In February 2006 we acqu1red from Shared Medlcal Resources LLC all of the rights, utles and interests in the
ViziLite® technology mcludmg patent number 6,496, 718 issued December 17, 2002 for,“Body Cavrty Light usmg
Diffuse Light Source.” We previously had a license agreement for the exclusrve and perpetua] rights to the ViziLite®
technology covered by United States patent numbers 1, 179 938 and 5,329, 938 issuedJ anuary 19, 1993, and July 19,
1994, respectlvely Together, the patents cover the apparatus and method for endoscopic examination of certain
body cavities using a chermlurnmescent light source.

N r
Vem

The ViziLite® trademark was granted registration by the USPTO in December 2002 and by the European
Union in June 2003, and by five Asian countnes Applications for this and related marks, including T- Blue™ and
T Blue'ﬂmM are pending in the United States and five additional countries.

An International application is pending for a technology that will cover use of the ViziLite® chemllummescent
technology entitled “Methods for Detecting Abnormal Epithelial Tissue.” To date, national applications have been
filed in nine countries, including the United States, Eurepe, and Canada. Additionally, an application was filed in
2006 with the USPTO seeking coverage for a more comprehensive and innovative use of this technology.

LI

Pendex®

Pendex® as a brand name is well known and respected within the dental 1nclustry for presenpuon oral rinses in
both the United States and:Canada. Concurrent with the purchase of the Peridex® brand from Procter & Gamble in’
November 1997, Zila Pharmaceuticals purchased the trademark rights to Peridex®, including for the countries of
Austria; Brazil, Canada, Honduras, Mexico, United States and Venezuela, which we continue to maintain, We have
filed application in Europe and New Zealand and are working to secure coverage in Australia.

;'An International patent application is pending for a technolog)'r that will provide additional coverage for' use of
the Peridex® _product entitled “Method for Reducing Nosocomial Infections.” A United States patent application
based on thls Intematlonal appllcatlon is also pending. s

Ora ’I‘est‘®

‘When we purchased ‘the- shares of* CTM Associates, Inc, (“CTM”) in June 1996, we acquired certain
technelogy rights and United States.and foreign patent rights related to the OraTest® product. On November 18,
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2003, we were granted a patent in the United States covering the method by which our ZTC™ has been shown to
detect pre-cancer and cancer cells. The patent is based upon in-vitro studies of the ZTC™ mechanism of action. In
Décember 2004, we were granted a patent in the United States covering all related substances/“impurities” present
in ZTC™ at levels equal to or greater than 0.1%. We now have eleven issued United States patents related 1o ZTC™
andfor the OraTest® product with expiration dates ranging from 2011 to 2020. An additional 102 corresponding
foreign patents have been'issued, and there are pending United States and international applications that could result
in coverage of ZTC™ and/or OraTest® related technology by approximately 250 United States and foreign patents,
These patents and pending applications cover: (i) the composition of matter, for ZTC™; (ii) the process for
manufacturing ZTC™,; (iii) the mechanism of action, methods and products for using ZTC™ to detect epithelial
cancer; and (iv) other compounds that are chemrcally related to Tolonium Chloride for use in detecting epithelial
cancer. “ .

‘.. The OraTest® trademark is registered in the United States. We-also have trademarks registered in Canada,
Israel, Japan, Norway, Switzerland, South Africa and Taiwan, plus 15 European countries that have signed the
European Community Trademark treaty The trademark OraScreen?® is reglstered in Australia, Canada, Ireland,
Japan and New Zealand. . :

Employees - .t . e .

As of July 31, 2006, we had a total of 116 employees, all of which are located in the United States. No
employees are represented by a labor union. ‘We believe our relationship with*our employees is good.

Available Information

We file annual, quarterly, and current reports, proxy statements, and other documents with the Securities and
Exchange Commission (“SEC™) under the Securities Exchange Act of 1934, as amended. The publlc may read and
copy any' materials that we file with the SEC at the SEC’s Public Reference Room at 450 Fifth Street, NW,
Washington, DC 20549. The public may obtain information on the operatlon of the Public Reference Room by
calling the SEC at 1-800-SEC-0330. Also, the SEC maintains an Internet web site that contains reports, proxy and
information ' statenients, and other information regarding issuers, including Zila, Inc., ‘that file electronically with the
SEC. The public can obtain any documents that we file with the SEC at www.sec. gov.

We make available free of charge through our internet web-site, www.zila.com, our Annual Report on
Forin 10K, our Quarterly Reports on Form 10-Q, our current reports on Form'8-K, and amendments to those reports
filed or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act as well as Section 16 reports on
Forms.3, 4 and 5, as soon as reasonably practicable after we electronically file such material with, or furnish it to, the
SEC. : \ _ . . 4 .

Forward-looking Statements , : : .

This annual report on Form 10-K contains forward-looking statements (including financial projections})
regarding future events and our future results that are within the meaning of Section 27A of the Securities Act of
1933, as amended (the “Securities Act™) and Section 21E of the Sécurities Exchange Act of 1934, as amended (the
“Exchange Act”) and that we believe are subject to the safe harbors created under the Securities Act and the
Exchange Act. Forward-looking statements are often identified by words such as “believe,” “anticipate,” “expect,”’

“estimate,” “intend,” “plan,” “project, 1” “may” and variations of such words and similar -expressions. In

ELITY LI 7«

will,
addition, any statements that refer to expectations, projections, plans, objectives, goals, strategies or other
charactenzatmns of future events or circumstances are forward-looking statements. These forward-looking
statements ‘'speak only as of the date stated and we do not undertake ahy obligation to update or revise publicly
any forward-looking statements, whether as a result of new information, future events or otherwise, even if
experience or future events make it clear that any expected results expressed or implied by these forward-looking
statements will not be realized. Although we believe that the expectations reflected in these forward-looking
staternents are reasonable, we caution you that these expectations or predictions may not prove to be correct or we
may not achieve the financial results, savings or other benefits anticipated in the forward-looking statements. These
forward-locking statements are necessarily estimates reflecting the best judgment of our senior management and
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involve-a number of risks and uncertainties, some of which may be beyond our control, that could cause actual

results to differ matertalty from those suggested by the forward-locking statements. Many of the factors that could
cause actual results or conditions to differ from those anticipated by these and other forward-looking statements are
set forth below under “Part 1, Item 1 A. Risk Factors.” Our business, financial condition or results of operations could
also be materially and adversely affected by other factors besides those listed here. However, these are the risks our
management currently believes are material.

Item 1A. Risk Factors

The statements in this section describe thé major risks to our business and should be considered carefuily. If

any of the following risks actually occur, they may materially harm our business, financial condition, operating
results ‘or cash flow. You should understand that it is not possible ‘to predict or identify all such factors.
Consequently, you should not consider the following to be a complete discussion of all potential risks or
uncertainties. Additional risks and uncertainties that are not yet identified or. that we think are immaterial may
also materially harm our business, operating results or findncial condition.

T\'endé, Risks and Uncertainties Related to OQur Business
Obtaining regulatory approvals for our products is costly and uncertain.

The rigorous clinical testing and extensive regulatory approval process mandated by the FDA and equivalent
foreign authorities before we can market any new drug, device or product can take a number of years and require the
expenditure of substantial resources. Obtaining such approvals and completing such testing is a costly and time-
consuming process, and approval may not ultimately be obtained. The length of the FDA regulatory process and
review period varies considerably, as does the amount of data required to demonstrate the safety and efficacy of a
specific product. If the compounds in testing are modified or optimized or if certain results are obtained, it may
exténd the testing process. In addition, delays or rejections may be encountered based upon changes in FDA policy,
personal or prior understandings during the period of product development and FDA regulatory review of each
investigational new drug application, new drug application, new dietary ingredient notification or product license
application. Similar delays may also be encountered in other countries. There can be no assurance that even after
such tlme and expenditures we will obtain regulatory approval for any products we develop.

A marketed product, its manufacturer and its manufactunng facilities are also subject to contmua] review and
periodic inspections, and later discovery of previously unknown problems with a product, manufacturer or facility
may result in restrictions on such product or manufacturer, potentially including withdrawal of the product from the
market, which would adversely affect our operations and financial condition,

We may be unable to obtain FDA approval, or to establish a market, for QOraTest® in the United States.

" We are seeking FDA approval for OraTest® and are conducting a phase III clinical trial to include in an
amended New Drug Appl:catlon We have made a significant financial investment to obtain FDA approval of the
OraTest® product, to build our manufactunng fdcility and to prepire for the introduction of OraTest® in the
United States market. There can be no assurance that our regulatory program will meet the FDA’s requirements or
that the FDA will issue a final approval of the OraTest® product, and the failure of the FDA to approve OraTest® .
would make it impossible for us to recoup our investment through sales of the OraTest® products in the United
States. The failure of the FDA to finally approve the OraTest® product would have a material adverse effect on our
results of operations. If regulatory approval is granted, such approval may entail limitations on the indicated uses for
which ‘the product may be marketed. Further, even if such regulatory approval is obtained, the FDA may require
post- marketmg reporting, and may require surveillance programs to monitor the usage or 51de effects of the product.

If FDA approval of the OraTest® product is received, we must establish a marketing and-sales force with
technical expertise to market directly to the dental profession or we must obtain the assistance of a company or a
distributor with 4 sales force. There is no assurance that we will be successful in gaining market acceptance of the
OraTest® product. - : B :
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Based on recent evaluations of the anticipated scope of the regulatory program, we believe that our current cash
and cash equivalents, along with cash from operations and working capital management, the sale of non-core assets
including the divestiture of Zila Nutraceuticals, Inc. and proceeds from the issuance of common stock under our
employee stock option, stock purchase programs and stock purchase warrants will be adequate to fund the OraTest®
clinical study to its completion for submission to the FDA review process. There can be no assurances that these

amounts will be adequate to support the future regulatory program costs if the regulatory approval effort proceeds at
a slower rate than expected, requires additional testing beyond our current expectation, the costs increase beyond
current estimates or we are unable to sustain the required level of cash flow from operations. Factors that affect the
cost and timing of completion of the regulatory program include but are not limited to: (1) patient enrollment rates;
{ii) lesion formation rate within the study population; (iii} compliance with the study protocol and related
monitoring; (iv) level of funding throughout the study: and (v) program modifications or additional testing. No
assurances can be made that the regulatory objectives will be achieved for OraTest®.

At July 31, 2006, we had approximately $428,000 of OraTest® clinical rinse and swab inventory, ZTC™ drug
substance, the active ingredient in the OraTest® product, and its related components. We intend to realize the value
of this inventory and drug substance (i) through its consumption during the conduct of the clinical trials, process
development, toxicology studies and validation testing of our manufacturing process. The drug substance currently
has shelf lives with varying expiration dates. Qur periodic testing has indicated that the drug substance is stable and
we anticipate being able to extend the expiration dates of the entire drug substance beyond their current expiration
dates if our plans are delayed. However, no assurance can be given in this regard.

The sale of the Nutraceuticals Business Unit reduced our revenue by approximately 76%.

The assets we sold in our recent disposition of the Nutraceuticals Business Unit constituted approximately
76% of our revenues and 10% of our loss from continuing operations in fiscal 2006. Following the disposition, our
immediate ability to produce revenues and income will therefore be substantially reduced. There can be no
assurance that the proceeds from the disposition, along with other capital that we have access to, will be adequate to
bring our developing product lines to market nor can we be certain that our future products, even if brought to
market, will be sufficiently successful to replace the revenue of our Nutraceuticals Business Unit.

We may fail to realize the anticipated cost savings, revenue enhancements, product focus, or other
benefits expected from our recent disposition of the Nutraceuticals Business Unit and any subsequent
acquisition. T

Our future growth will depend.on our ability to implement our business strategy. We are pursuing an
acquisition of a privately-held dental products company that would strengthen our core businesses in our
Pharmaceuticals and Biotechnology Units, including the development and commercialization of oral cancer
screening products. We believe that such an acquisition could increase our ability to deliver our oral cancer
screening products into the dental marketplace and result in synergies that enhance our sales capability, potentially
reduce our costs and increase our profits. However, successful acquisitions in our industry are difficult to
accomplish because they require, among other things, efficient integration and aligning of product offerings
and manufacturing operations and coordination of sales and marketing and research and development efforis, The
difficulties of integration and alignment may be increased by the necessity of coordinating geographically separated
organizations, the complexity of the technologies being integrated and aligned and the necessity of integrating
personnel with disparate business backgrounds and combining different corporate cultures. The integration and
alignment of operations following an acquisition or alliance requires the dedication of management resources that
may distract attention from the day-to-day business, and may disrupt key research and development, marketing or
sales efforts. The strategic measures taken to reduce ViziLite® Plus sales to distributors in the fourth quarter of fiscal
2006 may have a negative impact on ViziLite® Plus sales through distributors if the acquisition is not completed. In
addition, there is no guarantee that we will be able to consummate such acquisition or that such acquisition will
result in the synergies we anticipate. Furthermore, uncertainties associated with such acquisition combined with the
recent disposition of our Nutraceuticals Business Unit may cause loss of employees. Ultimately, the success of such
acquisition depends in part on the retention of key personnel. There can be no assurance that we will be able to retain
the acquired company’s key management, technical, sales and customer support personnel. If we fail to retain such
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key employees, we may not realize the anticipated benefits of such acquisition and the disposition of the
Nutraceuticals Business Unit.

We have incurred substantial expenses and commmed valuable time related to the recent disposition of
our Nutraceuticals Business Unit and our ability to successfuily execute our business plan is dependent
on our ability to obtain adequate financing.

We have incurred substantial expenses related to legal and financial advisors and our management has spent
significant time on matters implementing its strategic vision. Qur business plan has required and will require
substantial capital expenditures. We will require additional financing to fund our planned growth. Our ability to
raise additional capital will depend on the results of our operations and the status of various capltal and industry
markets at the time we seek such capltal We may also incur debt or assume contingent liabilities that could place -
restrictions on management’s ability to use capital or conduct the business. Accordingly, we cannot be certain that
additional financing will be available to us on acceptable terms, if at all. In the event additional capital resources are
unavailable, we may be required to curtail our development ‘and acquisition activilies, '

We are dependent on a few key products and our growth is dependent on the development of new’
products. ?

Nearly all of our revenues for the past { ﬁscal year were derived from sales of Ester-C®, Peridex®, and ViziLite®.
As disclosed above, we disposed of our Nutraceuticals Business Unit and the Ester-C® products on October 2, 2006.
If any of our rcmammg major products were to become subject to a problem such as loss of patent protection,
unexpected side effects regulatory proceedings, publicity affecting user confidence, or pressure from competing .
products, or if a new, more effective treatment should be introduced, the impact on our revenues could be
s1gmﬁcant Additionally, we are reliant on third party manufacturers and single suppliers for neariy all "of our
Peridex® and ViziLite® products, and any supply problems resulting from regulatory issues applicable to such
parties or failures to comply with cGMP could have a materlal ddverse 1mpdct on our financial condition.

* Our future growth is dependent on new product developmem New product initiatives may not be successfully
implemented because of many factors, including, but not limited to, difficulty in assimilation, development costs
and diversion of management time. There can be no assurance that we will successfully develop and integrate new
products into our business that will result in growth and a positive impact on our business, financial condition and
results of operation.

A number of factors could impact our plans to commercialize our new products, including, but not limited to,
difficulties in the production process, controlling the costs to produce, market and distribute the product on a
commercial scale and our ability to do so with favorable gross margins and otherwise on a profitable basis; the,
inherent difficulty of gaining market acceptance for a new product; competition from larger, more established
companies with greater resources; changes in raw material supplies that could result in production delays and higher
raw material costs; difficulties in promoting consumer awareness for the new product; adverse publicity regarding|
the industries in which we market our products; and the cost, timing and ultimate results of human efficacy stud:es
that we undertake.

Our proprietary rights may prove difficult to enforce.

Our current and future success depends on a combination of patent, trademark, and trade secret protection and
nondisclosure and licensing agreements to establish and protect our proprietary rights. We own and have exclusive
licenses to a number of United States and foreign patents and patent applications and intend to seek additional
patent applications as we deem necessary and appropriate to operate our business. We can offer no assurances
regarding the strength of the patent portfolio underlying any existing or new product and/or technology or whether
patents wiil issue from any pending patent applications related to a new product and/or technology, or if the patents
do issue, that any claims allowed will be sufficiently broad to cover the product, technology or production process:
Although we intend to defend our proprietary rights, policing unauthorized use of intellectual property is difficult or
may prove materially costly and any patents that may be issued relating to new products and technology may be
challenged, invalidated or circumvented.
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We have historically been, and will probably be in the future, dependent on a few key customers.

In fiscal 2006, approximately 26% of our revenues were generated from two customers. Receivables due from
three customers at July 31, 2006, represent approximately 40% of our accounts receivable. In the future, loss of any
of our key customers related to our Pharmaceutical Business Unit, a reduction in sales to such key customers for any

reason, or a failure to fulfill their financial or other obligations due to us could have a material adverse affect on our
business, financial condition and results of operation.

We are dependent on our senior management and other key personnel

Our ability to operate successfully depends in 51gmﬁcant part upon the experience, efforts and abilities of our
senior management and other key scientific, technical and managerial personnel. Competition for talented
personnel is intense. The loss of services of one or more of our key executives could adversely impact our
financial performance and our ability to execute our strategies. Additionatly, if we are unable to attract, train,
motivate and retain key personnel, our business could be harmed.

We and our products are subject to reéulat_arfv oversight that could substantially interfere with our ability
to do business.

.

We and our present and future products are subject to risks associated with new federal, state, local or foreign
legislation or regulation or adverse determinations by regulators under exnstmg regulauons including the inter-
pretation of and compliance with existing, proposed and future regulatory requirements and dietary supplement and
dietary supplemem ingredient regulations imposed by the FDA. We are also subject to other governmental
authorities such as the Department of Health and Human Services, the Consumer Products Safety Commission, the
Department of Justice and the United States Federal Trade Commission with its regulatory authority over, among
other items, producl safety and efficacy claims made in product labeling and advertising. Individual states, acting
through their attorneys general, have become active as well, seeking to regulate the marketing of prescription drugs
under state consumer protection and false advertising laws. A regulatory determination or development that affects
our ability to market or produce one or more of our products could have a material adverse impact on our business,
results of operation and financial condmon and may include product recalls, denial of approvals and other civil and
crlmmal sanctions. -

We are at risk with respect to product liability claims.

We could be exposed to possible claims for personal injury resulting from allegedly defective products
manufactured by third parties with whom we have entered into manufacturing agreements or by us..-We maintain
$6 million in product liability insurance coverage for claims arising from the use of our products and, in most
instances, require our manufacturers to carry product liability insurance. While we believe our insurance coverage
is adequate, we could be subject to product liability claims in excess of our insurance coverage. In addition, we may
be unable to retain our existing coverage in the future. Any significant product liability clalms not within the scope
of our insurance coverage could have a material adverse effect on us. :

We face significant competition that could adversely affect our results of operation and financial
condition.

The nutraceutical, pharmaceutical and biotechnology industries are highly competitive. A number of com-
panies, many of which have financial resources, marketing capabilities, established relationships, superior expe-
rience and operating history and research and development capacities greater than ours, are actively engaged in the
development of products similar to the products we produce and market. The pharmaceutical industry is char-
acterized by extensive and ongoing research efforts. Other companies may succeed in developing products superior
to those we market. It may be difficult for us to maintain or increase sales volume and market share due to such
competition which would adversely affect our results of operations and financial condition. In particular, in the
United States, competition with producers of generic products is a major challenge as is the case with Peridex®. The
loss of any of our products’ patent protection could lead to a significant loss in sales of our products in the Umted
States market.
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If the use of our technology is determined to mfnnge on the mtellectual property rights of others, our
business could be harmed. - . . .

Litigation may résult from our use of registered trademarks or common law marks and, lf litigation, dgamst us
were successful, a resulting loss of the right to use a trademark could reduce sales of our products and could result in
a significant damage award. International operations may be affected’ by changes in 1nte11ectual propetty legal

protections and remedies in foreign countries in which we do business.

Furthermore, if it were vltimately determined that our intellectual property rights are unenforceable, or that our :
use of our technology infringes on the intellectual property rights of others, we may be required or may desire to
obtain licenses to patents and other intellectual property held by third parties to develop, manufacture and market .
products using our technology. We may not be able to obtain these licenses on commercially reasonable terms, if at

all, and any licensed patents or intellectual property that we may obtain may not be valid or enforceable. In addition,
the scope of intellectual property protection is subject to scrutiny and challenge by courts and Gther governmental
bodies. thlgatlon and other proceedmgs concerning patents and proprletary technologies can be protracted,
expenswe and distracting to management and companies may sue competttors as a way of delaying the introduction
of competitors’ products Any litigation, including any interference procéedings to determine pnonty of inventions,
oppositions to patents in foreign countries or litigation against our partners, may be costly and time-consuming and
could significantly harm our business.

Because of the large number of patent filings in our industry, our competitors ma)'/ have filed applications or
been issued patents and. may cobtain additional patents and proprietary intellectual property. rights relating to
products or processes competitive with or similar to ours. We cannot be certain that United States or foreign patents '
do not exist or will not be issued that would harm our ability to commercrahze our preducts and product candidates,
In addition, our exposure to risks associated w1th the use of intellectual property may be increased as a result of an
. acquisition as we have lower Vl‘ilblllly into any potential target’s safeguards and infringement risks. In addition,
third party claims may be asserted after we have acqutred technology that had not been asserted prior to such
acqursmon . ) : :

We require certain raw matenals Jfor our manufacturing processes that may only be acqutred through

3 1

limited sources. - oo .

Raw materials essential to our business are generally readily available. However, certain raw materials and
components used in the manufaciure of pharmaceutical products are availablé from liriited sources, and in some
cases, a single source. Any curtailment 'in the availability of such’ raw materials could be .accompanied by
productlon delays, and in the case of products, for which only one raw-material supplier exists, could result in a
matenal loss of sales. In addition, because raw material sources for pharmaceutical products must generally be'
approved by regulatory authorities, changes in raw 'material suppliers could result in production delays, higher raw
material costs and loss of sales and customers, Productlon delays may also beé caused by the lack of secondary "
suppllers " S

| * . 1. . N . L . [N
3 :

If we are unable to obtain adequate funds on acceptable terms ‘we may not be able to develop and market
our present and potemml products ’ :

4 Ce 4 ]
Our liquidity needs arise from workmg capital requirements, the fundmg of our OraTest® regulatory program' .
and the launch of our new products, such as ViziLite® Plus, and our future strategic initiatives. In the past, we have '
met these cash requirements through our cash and cash equivalents, borrowings under our credit facility, cash from
operations and working capital management, the sale of non-core assets and proceeds from the issuance of common
stock under our employee stock option and stock purchase programs. In an effort to infuse additional llqmdrty into
our company, we, certain of our domestic subsidiaries and Black Diamond Commercial Finance; L.L.C. as the
initial lender and administrative agent, entered into a $40 million credit facility (the “Credit Facility”) which
replaced our borrowing arrangement with Wells Fargo Bank. On March 24, 2006, we borrowed $20'miltion under
the Credit Facility. On October 2, 2006, we repaid and terminated the Credit Facility. However, the development of -
our products will require the commitment of substantial resources to conduct the time-consuming research and
development, clinical studies and regulatory activities necessary to bring any. potential product to market and to

.
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establish production, marketing and sales capabilities. In addition, in the near future, it is possible that we will need
to raise additional funds for purposes that cannot be quantified and we may seek such additional funding through
collaborative arrangements. If we are unable to obtain additional financing on acceptable terms, or at all, we may be
required to (i) delay, scale back or eliminate some or all of our research and product development programs or

acquisition activity, (ii) litnit the marketmg of our products or (iii) license to third parties the rights to commercialize
products or technologies that we would otherwise seek to develop and market ourselves.

We have, in the past, received minor deficiencies from regulatory agencies related to our manufacturing
Sacilities. -

The FDA, OSHA and other regulatory agencies periodically inspect our manufacturing facilities and certain
facilities of our suppliers. In the past, such inspections resulted in the identification of certain minor deficiencies in
the standards we are required to maintain by such regulatory agencies. We developed and implemented action plans
to remedy the deficiencies, however, there can be no assurance that such deficiencies will be remedied to the
satisfaction of the applicable regulatory body. In the event that we are unable to remedy such deficiencies, our

product supply could be affected as a result of plant shutdown, product recall or other similar regulatory actions,
which would likely have an adverse affect on our business, financial condition and results of operation,

Trends, Risks and Uncertainties Related to Our Capital Stock
Financing arrangements or other corporate events could dilute existing ownership.

If we choose to raise additional funds through the issuance of shares of our common stock or securmes
convertible into our common stock, significant dilution of ownership in our company may occur, and holders of
such securities may have rights senior to those of the holders of our common stock. If we obtain additional financing
by issuing debt securities, the terms of these securities could restrict or prevent us from paying dividends and could
limit our flexibility in making business decisions. Moreover, other corporate events such as the exercise of
outstanding options would result in further dilution of our ownership.

In the past, we have experienced volatility in the market price of our common stock and we may
experience such volatility in the future
The market price of our common stock has fluctuated 51gn1ﬁcantly in the past We believe that announcements
of new products, quarterly fluctuations in the results of operations and other factors, including changes in conditions
in general in the industries in which we operate, and developments in regulatory arenas may have caused such
fluctuations. Stock markets have experienced extreme price volatility in recent years. This volatility has had a
substantial effect on the market prices of securities we issued and other pharmaceutical and heaith care companies,
often for reasons unrelated to the operating performance of the specific companies. In the past, stockholders of other
companies have initiated securities class action litigation against such companies following periods of volatility in
the market price of the applicable common stock. We anticipate that the market price of our common stock may
continue to be volatile, If the market price of our common stock continues to fluctuate and our stockholders initiate
this type of litigation, we could incur substantial costs and expenses and such litigation which could divert our
management’s attention and resources, regardless of the outcome, thereby adversely affcctmg our business,
financial condition and results of operation. \ 1

Our Board of Directors may take actions which could dilute current equu‘y ownershtp or prevent or delay
‘a change in our control.

Our Board of Directors has the authority, without any further vote by our stockholders, to issue up to
2,500,000 shares of Preferred Stock in one or more series and to determine the designations, powers, preferences
and relative, participating, optional or other rights thereof, including without limitation, the dividend rate (and
whether dividends are cumulative), conversion rights, voting rights, rights and terms of redemption, redemption
price and liquidation preference. On February 1, 2001, we issued 100,000 shares of our Series B Convertible
Preferred Stock related to the IST acquisition. As of July 31, 2006, all of these shares remained outstanding.
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In"addition, as our Board of Directors contemplates potential financings, they may decide to issue equity
securities, or debt convertible into equity securities, which could be materially dilutive to-existing shareholders.
. - . 1
Item 1B. Unresolved Staff Comments

Not applicable.

Item 2. Properties

Corporate Headquarters

We lease our 16,000 square foot corporate headquarters located at 5227 North Seventh Street; Phoenix,
Arizona 85014-2800. Monthly lease payments are currently $14,200 increasing to $14,800 in the final year of the
lease. The primary term of the lease expires January 30, 2009, and the lease has two five-year renewal options.
Monthly lease payments over the renewal pertods are $15,000 and increase annually to $18,000 at the end of the
second five-year renewal option.

Manufacturing Facilities

We lease 15,500 square feet for a manufacturing facility and laboratory in Phoenix, Arizona. This facility -
produces ZTC™, which is the active ingredient in the OraTest® product as well as provides technical support and
testing for our other pharmaceutical products. The lease expires December 31, 2010. Monthly lease payments are:
$12,300 through August 31, 2007; $13,000 through April 30, 2009; and $13,800 through December 31, 2010,
Together with our laboratory facilities, we believe that our current manufacturers are capable of performing all
necessary production for us. See “Item 1. Business — Manufacturing and Supply.”

The Nutraceuticals Business Unit, through Zila Nutraceuticals, Inc., owns five acres and occupies a
.65,000 square foot facility located at 6735 Inter-Cal Way, Prescott, Arizona 86301. The building features
production, laboratory, packaging, storage and shipping areas, as well as a controlled environment, and was
financed from Yavapai County Industrial Development Authority Bond proceeds. Such Yavapai County Industrial
Development Authority Bonds were fully repaid on September 28, 2006. The construction and move to the facility
was completed in the fall of 2000. Prior to the recent disposition, our Nutraceuticals Business Unit also leased
5,455 square feet of warehouse space at 6750 Intercal Way, Prescott, Arizona 86301, Monthly lease payments are
$4,500.

Item 3 Legal Proceedings

Except as described below, as of July 31, 2006 we were not a party to any pending legal proceedings other than
ordinary routine claims that arise in the conduct of our business. While we current]y believe that the ultimate
outcome of these proceedings will not have a material adverse effect on our consolidated financial condition or
results of operations, lmgauon is subject to inherent uncertainties. If an unfavorable ruling were to occur, there
exists the possibility of a material adverse impact on our financial condition. Our estimate of the potential impact of
the foltowing legal proceedings on our financial position and our resu.l.ts of operation could change m‘the future.

In connection with the acquisition of patent rights in 1980, we agreed to pay to Dr. James E. Tinnell
(“Tinnell”), the inventor of one of our former treatment compositions, a royalty of 5% of gross sales of the invention
disclosed in his then pending patent application. In September 2000, we notified Tinnell that we would nio longer
pay stich royalties because the obligations ceased in August 1998 when the related product patents expired and we
requested reimbursement of royalties paid since August 1998. We then filed suit on November 8, 2000, in the United
States District Court for the District of Nevada requesung a declaratory judgment that we had no royalty obligations
to Tinnell and requested judgment for the’ overpaid royalties. On April 22, 2004, the Court, in part, ruled i in our
favor, stating that our royalty obhganons to Tinnell'ceased in August 1998, however, our request for reimbursement
of overpaid royalties was dismissed. Tinnell filed a notice of appeal and we have filed a notice of cross- appeal,
Briefs have been filed by both parties with the Ninth Circuit Court of Appeals.

On June 27, 2005; we sold our Zilactin brand of products to Blairex Laboratories, Inc. (“Blairex™), We received
a demand for arbitration from Blairex dated February 8, 2006, claiming that they have suffered post-closing
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economic ‘loss as a result of losing distribution of certain products and requirements by the Consumer Product
Safety. Commission. Pursuant.to the Agreement of Purchase and Sale that documented the Zilactin sale, we will
arbitrate this dispute. Both of the events that are complained of occurred after the sale closed on June 27, 2005 and
are not covered by any representations or warranties that were given to Blairex by the Company. At this time, a
range of possible loss cannot be accurately estimated; however, we will vigorously defend our position and expect to

favorably resolve this matter without material financial impact. Arbitration has been set for December 2006.

Item 4. Submission of Matters to a Vote of Security Holders

We did not submit any matter to a vote of our security holders during the fourth quarter of the fiscal year
covered by this report.

PART 11

Item 5. Market for the Registrant’s Common Equity, Related Stockholder Matters and Issuer Repurchases
of Egquity Securities

3

Information regarding the market for our common stock and related stockholder matters is set forth below. The
following table sets forth, for the fiscal periods shown, the high and low sales price in dollars per share for.our
common stock as reported by the Nasdaq Global Market.

High  Low

Fiscal Year Ended July 31, 2006

First quarter . . ............ e e $3.99  $3.00

Second quarter ... ... ... i et et e 4.04 2.88

Third QUATtEr . . . ... . e 391 2.95

Fourth quarter. . ............. e R R 3.61 292
Fiscal Year Ended July 31, 2005 ‘

FACSUQUATET . . o o\ttt e e e et et e e et e e e $4.59  $331 .
_ Second quarter ......... e e e 500 342

Third QUAtEr . . .. ... 5.09 2.99

Fourth QUarter. . . . o .ottt e e 3.80 2.55

The number of stockholders of record of the common stock as of September 30, 2006 was approximately
2,646.

We have not paid dividends on our common ‘stock. The policy of our Board of Directors has been to retain
earnings to finance the growth and developmenl of our business. Payment of cash dividends were restricted by the
terms of our credit facility with Black Diamond Commercial Finance, as more fully described in ltem 7.
Management’s Discussion and Analysis of Financial Condition and Results of Operations Management’s Dis-
cussion and Analysis — Liquidity and Capital Resources.

Preferred Stock

On February 1, 2001, as part of the IST acquisition, we issued 100,000 shares of Series B Convertible Preferred
Stock (“Preferred Stock™) to National Healthcare Manufacturing Corporation for the patent rights and the Antioch,
Illinois manufacturing operations for swab products. The Preferred Stock is convertible into shares of our common
stock at any time at a conversion ratio of oné to one. The holders of the Preferred Stock are entitled to receive
cumnulative quarterly dividends at a rate of $0.0975 per share per fiscal quarter, payable in arrears. Holders of the
Preferred Stock have no voting rights except as required by applicable law. The Preferred Stock dividends were
$39,000 in each of the fiscal years ending July 31, 2006, 2005 and 2004, respectively. Accumulated accrued
dividends are $9,750 as of July 31, 2006, The shares of Preferred Stock were issued pursuant to the exemption set
forth in Section 4(2) of the Securities Act. There is no established public trading market for the Preferred Stock. As
of July 31, 2006, there are' 100,000 shares of our Preferred Stock outstanding.
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Warrants

On July 27, 2006, we issued an aggregate of 11,235 shares of common stock to Dr. Lawrence Michaelis, who is
amember of our Medical Adv1sory Board, pursuant to the cashless exercise of a warrant, dated March 23, 2003. The
warrant was exercisable for a total of 16, 000 shares of common stock and had an exercise price of $0. 98 per share. In
connection with the cashless exercise, the number of shares issuable pursuant to the warrant was reduced by
4,765 shares pursuant to the operation of the cashless exercise provisions in the warrant. The issuahcc of the shares
pursuant to this warrant was exempt from registration under the Securities Act of 1933 in reliance on Sectlon 4(2)
promulgated thereunder as a transaction' not involving any public offering. . :

On March 24, 2006, in connection with the credit facility with Black Diamond Commercial Finance, we issued
a warrant to purchase 1.2 million shares of our ‘commo'n stock at $3.79 per share. In connection with the First
Amendrent and the Fifth Amendment to the Credit Agreement (described and defined in Note 6), the exercise price
of such warrant was reduced to $3.14 per share and $2.22 per share, respectively. The warrant has a term of five
years and expires March 24, 201 1. We allocated proceeds from such credit facility between the debt and. warrant
based on the fair value of the warrant. The fair value of the warrant of approximately $2.2 million was determined
using a Black Scholes model and was recorded as debt discount amortizable as interest expense over the two year
life of the debt using the effective interest method. Pursuant to a registration rights agreement entered into in
connection with the credit facility, we were required to register with the Securities and Exchange Comrmssmn the
common stock underlying the warrant. In accordance with Emerging Issues Task Forces Issue No. 00-19,
“Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in a Company’s Own Stock™
(“EITF 00-19”), we recorded a warrant liability at March 24, 2006, of $2.2 million representing the fair value of the
warrant shares. We re-value the warrant at each reporting date, with changes in the fair value reported as non-cash '
charges or credits to earnings. At July 31, 2006, the fair value of the warrant liability increased $137,000 resultmg in
a charge to earnings. The warrant is exercisable at any time during its five- year contract term ‘and is. mcluded in
current liabilities in our balance sheet.

. "

On March 14, 2003, we issued wanants to purchase 104,000 shares of our common stock to members of our
Medical Advisory Board. The exercise price is $0.98 per share and the warrants have a term of five years. At July 31,
2006, warrants were outstanding to purchase 88,000 shares of our common stock. The warrants were issued
pursuant to the exemption set forth in Section 4(2) of the Securities Act, A

We entered into an agreement with a financial advisor during fiscal 2002 to perform consulting services. Under
the agreement, we are committed (o issue warrants to purchase 30,000 shares of our common stock for $4.00 per
share. At July 31, 2003, $28,000 was included in accrued liabilities representing the fair value of the warrants
expected to be issued. The warrants were effective as of July 24, 2002 and subsequently issued on November 6,
2003. The warrants expire on July 24, 2007. The warrants were issued pursuant to thé exemption set fonh in
Section 4(2) of the Securities Act.

. [ ] .
Issuer Repurchase of Equity Securities .

We did not repurchase any of our equity securities ﬁufsuant to our Stock Repurchase 'Prog‘ram durihg fiscal
2006. we S o e .

f N . - v ‘."‘0.

Item 6. Selectéd Financial Data :

The following tables summarize selected financial information derived from our audited financial statements.
The information set forth below is not,necessarily indicative of results of future operations and should be read in
conjunction with our Consolidated Financial Statements and related Notes and with “Management’s Discussion and
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Analysis of Financial Condition and Results of Operations” included elsewhere in this Form 10-K. (Dollars in
thousands, except per share amounts.)

*

o ) ‘ ' . o Fiscal Years Ended July 31,
Statement of Operations Data: . 2006 2005 2004 2003 2002
“Net revenues . . ................ I . $28,188 '$43,480 $36.682 $34310 $ 23,361
- ' Net income (loss) from continuing operatibns ,
before accounting change .. ........... (27,748) ° (7,273) (4,175) 11,726(2) (13,260)
Basic and diluted net indome (loss) per share : : ‘ : ’
from continuing operations . . . .. e $F 06 $ 016y $ 010 $ 026 $ (0.30
e - : ) + , At July 31, | | .
aBalance Sheet Data: . = 2006 2005 2004 2003 2002
CUITEnt ASSEHS S . oot i $22070  $32,639 , $30,123  $35326  $20,810
“ Total assets. ... ...... e i 56,364 . 65,418 ‘62,10{9 - 69,020 57,361
, ;Current liabilities . . . .. :i. ... .. e .. 29,824 9,815 - 7,581 11,519 7427
Long-term debt's .t ... 3,060 3,328 ' 3,650 3,728 3,610
“Total liabilities . . 7. /. ....0...... Voo 3301030 13,696 11,880 15272 11,038
Senes B ccnvemble preferred stock ....... 463 463 463 463 463
“Total shareholders equ1ty ........... 23,251 51,722 50,228 53,748 46,323

(1) Includes $9. 8 m1111on gain from disposal of our Zilactin product line. (See Note 2 of Notes to Consolidated

_ (2) Includes $14 8 million contract settlement gain from our former contract research organization.

(TE
(3) Includes adopnon of SFAS No. 142, “Goodwill and Other Intanglbles Assets,” in Wthh we recorded a charge of
'$4.1 million as a “cumulative effect of accounting change.” )
Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview L S '

" Youshould read the following discussion and analysis together with the financial data in the section labeled
“Selected Financial Data,” with the risk factors set forth in Item 1A., and with our audited Consolidated Financial
Statements and Notes thereto.

We are an mnovator in preventlve heaIthcare technologles and nutraceutlcal pharmaceutlcal and biotech-
nology products focusing on enhanced body defense and the detection of pre-disease states. Prior to the stock sale
of Zila Nutraceuticals, Inc,, our busmess was orgamzed into the following Business Units:

kS

¢ Zila Nutraceuticals; manufacturer and marketer of Advanced Protection Ester-C® and Ester-E®, proprietary,
branded, highly effective forms of vitamins C and E.

_» Zila Pharmaceuticals, manufacturer and marketer of superior products to promote oral health and prevent
-oral disease, including ViziLite® Plus with T—Blue63°m, chemiluminescent light for illumination of oral
mucosal abnormalities, Peridex® prescription periodontal rinse, and the plastic molded products of Zila
Swab Technologles Inc (“IST”) IST was sold in July 2006.

. Zrla Blotechnology, a research deveIopment and licensing busmess specializing in pre-cancer/cancer
detection through its patented ZTC™ and OraTest® technologies.

Our strategic_approach to the management of our business units has historically been driven by our
commitment to grow our Nutraceutical and Pharmaceutical businesses while we successfully complete the
OraTest® regulatory program, To that end, we have invested in our nutraceutical and core pharmaceutical products
to drive greater growth and thé requiired cash flows to fund the research and developmeént efforts being managed by
the Biotechnology Business Unit as-well as our Ester-E® and. ViziLite® Plus product launches. In doing so, our’
corporate goal has been to manage the entire portfolio of business units in 2 manner such that over the course of a
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given fiscal year, our Earnings before Interest, Taxes, Depreciation and Amortization (“EBITDA”). and our

management of working capital would provide an acceptable level of cash availability to fund the completion of the
OraTest® regulatory program. We have pursued this goal while we seek to obtain the requisite ¢learancés from the
United States Food and Drug Administration (“FDA™) to bring our OraTest® product to market in the United States.
Market forces, such as the market acceptance of our new product, ViziLite® Plus, and other such vanables and risk
factors, can and do influence our ability to accomplish this goal. Our level of research and development act1v1t1es
and the associated costs, will likely trend above our historical levels as we proceed with our efforts 10 advance our
OraTest® regulatory program. Accordingly, unless our other business units produce a sufficient, higher level of
EBITDA to offset these additional costs, we will operate on a negative EBITDA basis during this period.  ~

. - A

Sale of Nutraceuticals Business Unit ) , L 4

We believe that our future core operations and our products with the greatest potential lie within the
Pharmaceutical and Biotechnology Business Units. Accordingly, we engaged in a process to divest the Nutra- '
ceuticals Business Unit and entered into a definitive agreement with NBTY, Inc. that provided for the sale of all the
common stock of Zila Nutraceuticals, Inc. Following approval of our sharcholders, on October 2, 2006, we -
completed the sale for a purchase price of $40.5 million with $37.5 million paid in cash at close (subject to a
working capital adjustment) and the remaining $3 million paid through an earn- -out formula that is dependem upon
the future performance of the business. :

Several of our customers, among others, were involved in the process we used to complete the Nutraceuticals
Business Unit divestiture. As a result, we believe that certain customers may not have purchased product during the
third and fourth quarters in amounts consistent with prior experience because they were evaluating their strategic
interest in the business. This had the effect of significantly decreasing our sales during the third and fourth quarters.
Net revenues in the fourth fiscal quarter for the Nutraceuticals Business Unit declined approximately 66% to
$3.2 million.

Product Development

We made significant progress in the furtherance of our OraTest@’ regulatory program during fiscal 2006, In our
second fiscal quarter, we successfully reached agreement with the Food and Drug Administration (“FDA") on the
de51gn and size of the new phase I clinical trial under the FDA’s special protocol assessment (“SPA”) process and
commenced patient enrollment. The SPA trial is expected to prov1de the pnmary basis for safety and efﬁcacy in the
OraTest new drug application (“NDA”). Prior studies will also be subrmtted in the NDA and are expected to support
the product s safety and efficacy. The revised regulatory program is desugned to reduce the duration and the cost of
the original program while improving the potential market size by assessmg the efficacy of OraTest® in staining
cancerous and pre-cancerous oral lesions in a population of tobacco users and alcohol drinkers. We believe that we
can complete the current study enrollment in approximately one year-from the beginning of enrollment from most
clinical sites in spring 2006, although'no assurances can be given in this regard. The on-going trial is expected to
require less than 4,000 patients who generally undergo a single visit and may include up'to two interim analyses. We
have made significant progress in enrolling patients in the study and we are approaching a point where an interim
analysis of the test results may be required. Upon completion of the clinical program and assuming that alf required’
clinical requirements are achieved, we estimate that it will require approximately six months to complete our
clinical, non-clini¢al and chemistry; manufacturing and contiols (“CMC”) objectwes in order to prepare the NDA
supplement for submnssnon to the FDA, R

’ . . - N .
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Other bisposition R

On July 21, 2006, our subsidiary Zila Swab Technologies, Inc:sold substantially all of the assets and certain
defined liabilities of its IST swab operations to Great Midwest:Packaging, an Itlinois limited liability corporation
for approximately. $642,000 in cash subject to certain working capital adjustments. The sale resulted in a pre-tax
loss of $629,000 that is reported as a loss on disposal in discontinued-operations. . ., o .

) " o 3
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Results of Operations
Fiscal Year Ended July 31, 2006 Compared to Fiscal Year Ended July 31, 2005

The following tables summarize our results of operations and related statistical mformat:on for the fiscal years

ended July 31, 2006 and 2005 (dollars in thousands)

Fiscal Years Ended July 31,

R ] Percent of Percent of
! ’ Net Net %
2006 Revenues 2005 Revenues Change
Netrevenues . . ..o e i n . $ 28,188 100%  $43,489 100% (35
Cost of products sold . . . .. e 11,500 41 14,273 33 (19)
§ Gross proﬁt ............ e 16,688 59 29,216 67 (43)
ke rew ‘Opérating expensés: e '
Marketing & selling . . ......... e io < 17,986 64 ‘15718 - 36 14
Qeneral & administrative . . ... EREEEE 13,494 48 11,040 25 22
’ Research & development ............ 1,776 27 7,181 17 8
' Depreciation & amortization. ......... 2,727 _1o 2,414 _6 13
41,983 149 36,353 84 16
Loss from operations .......... .. (25295)  (90) (L1377 (254)
Other income (expense), net.. . ..., ..., (2,450) 8 .. (128) — (1,814)
Loss from continuing operations before
INCOmMe taxes . ...........lcuv.nn $(27,745) (98) $(7,265) an (282)
Consolidated

Net revenues decreased 35% to $28.2 million for fiscal 2006, compared to revenues of $43.5 million for fiscal
2005. For fiscal 2006, an'increase in net revenues of 34% in the Pharmaceuticals Business Unit was more than offset
by a decrease of 44% in the Nutraceuticals Business Unit. The growth in net revenues in the Pharmaceuticals
Business Unit was driven by an increase of 128% in ViziLite® sales for the fiscal year. The decrease in net revenues
in the Nutraceuticals Business Unit resulted primarily from a significant decrease in sales to several of our
customers, which we believe was due to our etforts to divest the Nutraceutlcals Business Unit. We are dependent
upon a few key customers and a reduction in sales to these customers for any reason poses the risk of significant
adverse impact on our business, financial condition and results of operation.

Gross profit as a percentage of net revenues decreased to 59% for fiscal 2006 compared to 67% for the prior
year. Gross profit percentages declined in the Nutraceuticals. Business Unit largely due to promotional discounts
cffered in an effort to stimulate sales and in the Pharmaceuticals business Unit due to incentives that were offered in
connection with the ViziLite® Plus launch.

Marketing and selling expenses as a percentage of net revenues increased to 64% for fiscal 2006 compared to
36%, for the prior year. This increase resulted primarily from higher expendltures levels in the Pharmaceuticals
Business Unit as we continue our campaign to establish ViziLite®as the standard of care for dental offices in the
detection of oral abnormalities. While we reduced expenditures in the Nutraceuticals Business Unit in response to
the lower revenue levels, our expenditures as a percentage of net revenues increased and contributed to the overall
increase as a percentage of net revenues.

General and administrative expenses were $13.5 million, or 48% of net revenues, for fiscal 2006, and
$11.0 million, or 25% of net revenues, for fiscal 2005. Cost reduction measures undertaken during the year were
offset by increased expenses related primarily to (i) additional professional, business dévelopment and consulting
fees, (ii) the addition of senior leadership personnel, (iii) growth in support functions for our regulatory program and
for our ViziLite® product line, and (iv) stock compensation expense recognized under SFAS No. 123R.
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Research and development expenses were $7.8 million, or 27% of net-revenues, for fiscal 2006, and

$7.2 million, or 17% of net revenues, for fiscal 2005. Research and development expenditures increased as a
result of the commencement and advancement of our OraTest® regulatory program.

Depreciation and amortization expense increased $313,000, or 13%, to $2.7 million for fiscal 2006. These
increases were attributable primarily to additions of property and equipment and patents and trademarks in the
Nutraceuticals and Pharmaceuticals Business Units.

Other expense for fiscal 2006 was $2.5 million compared to $128,000 in the prior year. Our new term loan
facility resulted in a significant increase in interest expense. In addition to the stated interest due on the term loan

facility, interest expense includes the amortization of debt issue costs and the debt discount which resulted from the
issuance of the stock purchase warrant in connection with the term loan facility.
Nutraceuticals

Selected financial information for the Nutraceuticals Business Unit follows for the fiscal years ended July 31,
2006 and 2005 (dollars in thousands): Ce

Fiscal Years Ended July 31,

2006 2005 Ch‘:ﬁlge

Net revenues .. ............ e e $21472  $38471  (44)

Gross profit . . e 13,145 25,994 49
GrOSS PTOfIt B0 . o oo et et e e et 61%  68%

Income (loss) from operations before income taxes ... ........... (2.692) 9,022 (130)

Several key factors influenced the performance of the Nutraceuticals Business Unit in fiscal 2006, including
the following: :

» ‘We engaged in a process to assess the feasibility of divesting the Nutraceuticals Business Unit and on
August 13, 2006, signed a definitive agreement for the sale of all of the common stock of Zila Nutraceuticals,
Inc. to NBTY, Inc. The purchase price is up to $40.5 million with $37.5 million (subject to a working capital
adjustment) to be paid in cash at close and up to an additional,$3 million to be potentially paid through an

.earn-out formula that is dependent upon the future performance of the business. On September 27, 2006, our
shareholders approved this transaction and we closed the transaction on October 2, 2006, Several of our
customers, among others, were involved in this process. As a result, we believe that they may not have

" purchased: product in amounts consistent with prior experience over the second half of fiscal 2006 as we
engaged in this process because they were evaluating their strategic interest in the business. This had the
effect of significantly decreasing our sales during the third and fourth quarters;

* Within the United States market, we continued our efforts to develop or identify new technologies to expand

- the line of Ester products. New product introductions and expansion of our customer base are fundamental to

our future growth. The introduction of new products can span several years and require substantial
investment in product development and marketing resources; -

« Internationally, we sustained our efforts to obtain the approval of the Japanese Ministry of Health so that we
may offer Ester-C® to Japanese consumers; :

* Ags part of our international growth strategy we Sigﬁed agreements with:

(1) Asahi Godo to distribute Ester-C® in Japan. As part of this agreement, we will work with Asahi Godo to
atrain Japanese regulatory approval in order to allow the sale of Ester-C®, considered a food additive in Japan, in
vitamin and dietary supplement products as well as foods and beverages. According to the Global Nutrition Group,
a Tokyo-based research consuiting firm, sales in the Japanese nutrition market reached nearly 30 billion US dollars
in 2004, making it the world’s second largest market behind the United States for nutrition products.

(2) Lohaspia, Inc., to distribute Ester-C® in Korea and Taiwan. Both the Korean and Taiwan markets are among
the top five largest markets for vitamins outside the United States and have been growing rapidly. Lohaspia is
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headquartered in Seoul, South Korea and has sales representatives located throughout Korea and Taiwan. The
company provides distribution services for food, vitamins and dietary supplements and has an established track
record of successful product introductions similar to Ester-C®.

(3) Gee Lawson, Limited, to distribute Ester-C® throughout Europe. Gee Lawson had been representing Ester-
C?®in the United Kingdom prior to expanding its geography to cover most of Europe. Zila also has a distribution
agreement in place with Naturkost for the Scandinavian region.

* We developed a new and improved form of our Ester-C® product and extended the patent protection for this
new form of Ester-C until 2019. The new product offers all the benefits of Zila’s traditional Ester-C plus an
additional metabolite with new benefits designed to enhance the antioxidant potential of our existing Ester-
C® formula. -

A clinical study of Ester-C® showed that the Ester formulation of vitamin C caused significantly fewer
adverse epigastric effects (stomach upsets) and was much better tolerated by the body compared to reguiar
vitamin C. This was the first double-blind, placebo-controlled study to evaluate whether Ester-C® causes

fewer gastric upsets, the primary complaint of vitamin C consumption, than reguiar vitamin C. The study
was published in a recent issue of “Advances in Natural Therapy”.

* A study conducted for .the Australian company, Phosphagenics Limited, confirmed an earlier study
"suggesting that Ester-E® may proactively benefit cardiovascular health. In this animal study, Ester-E®
significantly reduced LDL-C (so-called bad cholesterol), triglycerides, and plaque formation, while regular
vitamin E had no significant effect. The study data showed that this unique form of vitamin E lowered bad
cholesterol concentrations in blood by up to 44% and triglycerides by up to 51% in mice fed normal diets.

. When fed high cholesterol diets, Ester-E® significantly reduced plaque formation in the aorta by 58%.
Again, regular vitamin E had no significant effect on plaque formation. These results confirm the earlier
animal study indicating that Ester-E® may have the potential to yield healthier levels of total cholesterol,
triglycerides and LDL-C in humans. The animal model chosen for the trials is commonly used in
cardiovascular research as it mimics many of the properties observed clinically in humans.

Net revenues for the Nutraceuticals Business Unit for fiscal 2006 decreased 44%over the prior year. As noted
above, we believe this decline resulted from a significant decrease in sales to several of our clstomers due o our
efforts to assess the feasibility of divesting the business. Our Nutraceuticals Business Unit was dependent upon a
few key customers and a reduction in sales to these customers for any reason posed the risk of significant adverse
impact on our business, financial condition and results of operation. -

Gross profit as a percentage of net revenues decreased to 61% for fiscal 2005 compared to 68% for the prior
year. Our gross profit percentage for the current year was affected by increased sales discounts offered to our
CUStomers, !

Income from operations before taxes for the Nutraceuticals Business Unit for fiscal 2006 was a loss of
$2.7 million, compared to income for fiscal 2006 of $9.0 million. The sales decrease and the gross profit factors
described above are the primary reasons for these decreases, offsetting various cost reduction measures that were
implemented during the year.

‘Pharmaceuticals

Selected financial information for the Pharmaceuticals Business Unit follows for the fiscal years ended July 31,
2006 and 2005 (dollars in thousaﬁds):

Fiscal Years Ended July 31,

. ) %

s ) 2006 2005 Change
Nt TEVETUES . . . o o s e e e et e e e e e e e e $6,716 $5,0i8 34
Gross Profit. . ... ..\t e e . 3,550 3,223 10

Grossprofit %. . ........... P e e e 53% 64%
Loss from operations before income taxes .. ................... (5427) (1,011) (437




The Pharmaceuticals Business Unit has more complex operations than our Nutraceuticals Business Unit since
it competes in multiple markets (direct to dental professionals, sales to dental distributors via independent

representatives and swab applications) with three distribution methods (wholesalers, distributor arrangements,
and manufacturer representatives). The key factors influencing the Pharmaceutncals Business Unit’s financial
performance and operations during fiscal 2006 include:

» Introduced our ViziLite® Plus product at the October 2005 annual meeting of the American Dental
. Association and commenced sales in our second fiscal quarter. ViziLite® Plus combines the oral screening |
" technology of ViziLite, an advanced biophotonic light technology, with TBlue®*™, a marking system using
' Zila® Tolonium Chloride, the only patented pharmaceutical-grade form of toluidine blue used in marking

lesions identified during a ViziLite examination;

* Targeted key geographical markets that have demonstrated early acceptance of ViziLite® and placed
“Specialists into 11 key markets as part of our strategy to establish ViziLite® as the standard of care for denial
- offices in the detection of oral abnormalities;

¢ Increased dental office awareness of ViziLite® Plus to greater than 50% of dentists nationally;
« Expanded ViziLite® distribution into 500 of the nation’s group dental practices;
¢ Expanded insurance reimbursement for ViziLite® Plus regionally and nationally;

-. Established an exclusive supply agreement with Aven Dental S.A of Athens, Greece for the distribution of
" Peridex in Greece. Aven Dental S.A.was founded in 1979 to provide leading dental products to the Greek
- market. Aven currently represents many well-known companies and brands including Rembrandt, Parkell,

and Orascoptlc '

'.-‘ Divested IST in July 2006 as part of our ongoing strategy to focus on our core products with the greatest
. growth potential. (IST is presented as discontinued operations in the accompanying financial statements and
; no longer part of the Pharmaceuticals Business Unit.)
Net revenues for fiscal 2006 for the Pharmaceuticals Business Unit increased 34% to $6.7 million compared to
$5.0 million for fiscal 2005. This increase resulted primarily from the incréase of $1.5 million or 128% in net
revenues from ViziLite® driven largely by sales and marketing efforts. The growth in ViziLite® net revenues
continues through the launch of ViziLite® Plus with T-Blue®**™ and our strategy of educating the dental
.professional and broadening distribution channels. In the fourth quarter of fiscal 2006, we began to prepare for
the acquisition of a company with a national sales force that would provide us the option to sell ViziLite Plus®
directly to dentists. We focused our fourth quarter sales and marketing efforts toward ViziLite® Plus adoption and
integration within dental offices resulting in continued increases in acceptance, growth and repeat orders by dental
offices from dental distributors. However, deliberate reductions in sales to our existing distribution channel were
madé as we optimized our flexibility to potentially modify our means of distribution. The upward trend of quarterly
ViziLite®/ViziLite® Plus revenues generated during the preceding seven quarters has been disrupted by these
~ strategic measures.

Gross profit as a percentage of net revenues for the Pharmaceuticals Business Unit decreased to 53% during
fiscal 2006 from 64% for fiscal 2005, primarily due to incentives offered to dentists in support of ViziLite® Plus as
well as due to one-time cost of certain T-Blue5*®™ swabs that were provided to existing ViziLite® users upon the
launch of ViziLite® Plus.

Operating loss before incomes taxes for the Pharmaceuticals Business unit was $5.4 million for fiscal 2006
compared to $1.0 million for the prior fiscal year. The increased net loss for fiscal 2006 is attributable to increased
selling and marketing expenditures and general and administrative expenses as we execute our strategy to establish
ViziLite® Plus with T-Blue®**™ as the standard of care for oral abnormality screening.
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Biotechnology .

Selected financial information for the Biotechnology Business Unit follows for the fiscal years endcd July 31,
2006 and 2005 (dollars in thousands)

Fiscal Years Ended July 31,

%
2006 2005 Change
L ONetTeVenues. ... ... et A 57— 5 — —
Research and development expense .. . ....................... 7,154 6,696 7
Loss from continuing operations before income taxes. .. .......... (9,336)  (8,541) ¢))

A number of factors influenced the financial resulis for the Biotechnology Business Unit in fiscal 2006,
including:

* We made significant progress in the fﬁrtherance of our OraTest® regulatory program during fiscal 2006. In

(“FDA”) on the design and size of the new phase III clinical trial under the FDA’s special protocol
assessment {*SPA) process and commenced patient enrollment. The SPA trial is expected to provide the
primary basis for safety and efficacy in the OraTest new drug application (“NDA™), Prior studies will also be
submitted in the NDA and are expected to support the product’s safety and efficacy. The revised regulatory
program is designed to reduce the duration and the cost of the original program while improving the potential
market size by assessing the efficacy of OraTest® in staining cancerous and pre-cancerous oral lesions in a
population of tobacco users and alcohol drinkers. We believe that we can complete the current study
enrollment in approximately one year from the beginning of enrollment from most clinical sites in spring
2006, although no assurances can be given in this regard. The on-going trial is expected to require less than
4,000 patients who generally undergo a single visit and may include up to two interim analyses. We have
made significant progress in enrolling patients in the study and we are approaching a point where an interim
analysis of the test results may be required. Upen completion of the clinical program and assuming that all
required clinical requirements are achieved, we estimate that it will require approximately six months to
complete our clinical, non-clinicat and chemistry, manufacturing and controls (“CMC™) objectives in order
to prepare the NDA supplement for submission to the FDA..

*» We continued efforts to re-commission our manufacturing facitity as we prepare to commercialize OraTest®.

.* We continued efforts to determine and complete the remaining clinical, non-clinical and CMC requirements
for the NDA.

+

Research and development expenses were $7.2 million in fiscal 2006, an increase of 7% over $6.7 million for
fiscal 2005. The increased expenses principaily reflect our efforts to prepare for and launch the new clinical trial and
regulatory program and our efforts to re-commission our manufacturing famhty as we prepare to commercialize
OraTest®. ‘

The loss from operations before income taxes for the Blotechnology Business Unit was $9.3 million for fiscal
2006, a 9% increase over the $8.5 million for fiscal 2005. This was driven by 1ncreased costs of the regulatory
program related to the OraTest® product.
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Results of Operations™ .. : . . . Cod

'Fiecéz'l Year Ended july jI !2005 "Compa.red to Fiscal Year Ended July 31, 2004 _ o

II‘he following tables summarize our results of operations and related statistical information for the fiscal years
ended July 31, 2005 and 2004 (do]lars in thousands) : :

' - ‘ " Fiseal Years Ended July 31,

Percent of Percent of - L
. Net . Net %
. ., 2005 Revenues 2004 Revenues Change
NEt TEVENUES . . . . .o e vvvevee e $43,489 100%  $36,682 100% 19
Cost of products sold. ............... 14273 33 1345 37 6
Gross Profit . . oo oo 29216 67 23,197 63 26"
Operating expenses: . e : : 2 ‘ ) .
Marketing & selling. . . .............. 15,718 36 9,417 26 L ¥ A
General & administrative . . ........... 11,040 25 9,951 27 11
Research & development . ............ 7,181 17 5,933 16 21
Depreciation & amortization .......... 2,414 _6 2,169 _6 11
‘ o 36,353 84 27470 a5 32
~ Loss from operations ... .......... S @y an o @21y (2. (6D
Other income (expense), net ............ (128, — 100 . (228)
Loss from contmumg operattons before _
INCOME LAXES . v v v v v vt e et $(7,265) ' (17) $(4,173) . (12 (74)
‘Consolidated "~ - : ' e

Net revenues increased 19% to $43.5 million for fiscal 2005, compared to revenues of $36.7 million for fiscal
2004. We achieved growth in net revenues during fiscal-2005 in both  our nutraceutical and core pharmaceutical
product lines over the prior year. For fiscal 2005, net revenues of the Nutraceuticals Business Unit increased 19%
compared to the prior year. Net revenues for the core Pharmaceuticals Business Unit increased 18% compared to the
pnor year.

T
beoa

Gross proﬁt asa percentage of net-revenues for t' scal 2005 increased to 67% from 63%. The primary factor
conmbuttng to this improvement was the reduced cost of ascorbic acid, the major raw material in our Ester-C®
products.

" Marketing and selling expenses as a percentage of net revenues for fiscal 2005 increased to 36% from 26%.
This increase was primarily due to heavy brand and media advertising support for the Nutraceuticals Business Unit
product Ester-C®, and increased marketing support for in the Pharmaceutlcalt; Business Unit for ViziLite®.

. General and administrative expenses were $1 1 0 mllllon or 25% of net revenues, for fiscal 2005 compalod to
$10 0 million, or 27% of net revenue, for fiscal 2004. The increased G&A expenses were driven primarily by
professmnal fees incurred at the corporate level in connection with our Sarbanes-Oxley Section 404 internal contiol
compllance efforts.” We incurred $789 000 for fiscal 2005 related to Sarbanes -Oxley 404 Comp]ldnce

Research and development expenses increased $1.2 million, or 21%, to $7.2 m11]10n for fiscal 2005 from
$5.9 million for fiscal 2004. The increase in research and development expenses is due primarily to COSts for our
OraTest® regulatory program and for the re-commissioning our ZTC™ manufacturing facﬂtty

Depreciation and amortization expenses increased $245 000 or 11%, to $2.4 mllllon for fiscal 2005 from
$2.2 million for fiscal 2004. The increase in depreciation expense resulted from the additions of property and
equipment for the Nutraceuticals Business Unit production room expansion, and the Biotechnology Business Unit
manufacturing facility re-commissioning project. Increased amortization resulted from additions of patents and

.trademarks-in the Nutraceuticals and Pharmaceuticals Business Units. ‘
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Other expense for fiscal 2005 was $128,000 compared to other income of $100,000 in the prior year. A
reduction in short-term borrowing over the prior year period resulted in decreased interest expense. The prior year
includes a $470,000 gain on the sale and leaseback of our Corporate Headquarters facility. On January 30, 2004, as
part of our strategy to employ financial assets in core business competencies, we completed the sale and a five-year
leaseback of our corporate headquarters for approximately $1.7 million in net cash. We realized a pre-tax gain of
$1.2 million, of which we recognized approximately $470,000 in the quarter ended January 31, 2004. The $470,000
gain represents the excess of the net proceeds over the net present value of the future lease payments. The balance of
the gain of $765,000 was deferred and will be amortized on a straight-line basis over the five-year lease term as a
reduction of rent expense in general and administrative expenses. The leaseback is accounted for as an operating
lease.

Nutraceuticals

Selected financial information for the Nutraceuticals Business Unit follows for the fiscal years ended July 31,
2005 and 2004 (dollars in thousands):

-Fiscal Years Ended July 31,

] 2005 2004 Chla%:'lge
Netrevenues ........................ e $38,471  $32,433 19
Grossprofit.................... e e 25,994 20,286 28
Grossprofit % . ........oivii ... "68% 63%
Income from operations before income taxes .................. 9,022 © 8,300 9

A number of factors influenced the revenue, profitability and other ﬁnancnal performance of the Nutraceuticals
Business Unit in fiscal 2005, mc!udmg

* Growing consumer awareness and trial of Ester-C® in response to increased media.and promotion
investment and improved advertising methods;

* Improved gross profits through purchase of ascorbic acid under supply agreements that provided a
substantial portion of our annual requirements at prices equivalent to historical averages, providing cost
predictability for our Ester-C® products; : :

¢ The commercial introduction of our Ester-E® tocopheryl phosphates, an enhanced form of natural vitamin E
and the first line extension under our successful “Ester’” umbrella of products, was made much more difficult
and ultimately unprofitable to date by unprecedented and unexpected negative publicity regarding vitamin
E;

* Increased capacity and efficiency through upgrading our Ester-C® production facility in Prescott, Arizona;

+ Consolidation amongst our customer base that has increased the percentagc of our total revenues that is
attributable to one of our largest customers, NBTY, Inc,

Net revenues for the Nutraceuticals Business Unit for fiscal 2005, increased 19% over the prior year. This
growth was primarily in domestic sales for Ester-C® and was driven principally by increased radio and television
advertising support for our Ester-C® and Ester-E® products made under our continuing strategy of brand
development. Due to the impact of negauve publicity regarding vitamin E, our salcs of Ester-E® ‘were less than
ant1c1pated

Gross profit as a percentage of net revenues increased to 68% for fiscal 2005 compared to 63% for the prior
year. The primary factor contributing to this lmprovemcm was the reduced cost of ascorbic acid, the major raw
material in our Ester-C® products.

Income from operations before taxes for the Nutraceuticals Business Unit for fiscal 2005 was $9.0 million,
increasing by 9% over the prior year. The primary factor in this increase was gross margin improvement resulting
from reductions in the cost of ascorbic acid under our lower cost extended supply agreements and from cost
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reduction measures in general and administrative expenses. Offsetting these improvements, spending for brand and
media advertising support for Ester-C® and for the launch of Ester-E® increased 49% over the prior year.

Pharmaceuticals

Selected financial information for the Pharmaceuticals Business Unit follows for the fiscal years ended July 31,
2005 and 2004 (dollars in thousands):

Fiscal Years Ended July 31,

%
. 2005 2004 Change
Net revenues ... ... .. P S S $ 5018 $4.249 18
Grossprofit . ........ .. ... ... ..... e 3,223 2,910 11
Grossprofit % . ...... .. . i 64% 69%
Loss from operanons before mcomc laxes. ............ P L . (LO1D) (619) (63)

The Pharmaceutlcals Business Unit has more complex operations than our Nutraceuticals Business Unit since
it competes in multiple markets (direct to dental professionals and saleﬂ to dental distributors via independent reps )
with three distribution methods (wholesalers, master distributor arrangement and independent sales representa-
tives).- The key factors influencing the Pharmaceuticals Business Unit's financial performance and operations
during fiscal 2005 include: o ) ,

¢ A continued product rollout of ViziLite® wrth emphasrs in key markets that resulted in improving sales
trends; . < . :

+Strengthening the position of Peridex® in the direct to dental market via competitive new advertising and
new packaging forms;- B :

» Increased marketing and selling mvestment to support the \/'121L|tf:‘!J ro]lout and to mcrease Peridex® brand
value, -

Net revenues for fiscal 2005 for the core products in the Pharmaceutlcals Business Unit increased 18% to
$5.0 million compared to $4.2 million for fiscal 2004. This increase resulted primarily from gains in net revenues
from ViziLite® driven largely by sales and marketmg efforts. The growth in ViziLite® net revenues continues
through our strategy of educating the dental professional and broadening distribution channels. Net revenues for our
Peridex® product decreased between years primarily because of softer United States wholesaler demand.

During 2005, we continued to fine-tune our product to-market strategy for ViziLite® based on olr experience
relating to the requirements for achieving awareness, education, trial and repeat purchases of this unique product
within the dental profession. A network of independent representatives was contracted to serve as an overlay to the
national network of distributors carrying ViziLite®, as well as to bring additional focus to the device during
distributor representative sales calls. Additionally, the American Dental Association reimbursement code intended
to cover the ViziLite® exam became available for use beginning in January 2005. Reimbursement codes can be used
to report dental procedures provided under public and private dental insurance benefits plans. Obtaining insurance
reimbursement from specific carriers is a separate process. We are now engaged in this process of obtammg specific
carrier retmbursement for our Vlzlthe® product, ‘

Gross profit as a pert.entdge of net revenues for the core products in the Pharmaceuticals Busmess Unit
decreased to 64% during fiscal 2005 from 69% for fiscal 2004, primarily due to the reduction in higher margin sales
to wholesalers for Peridex®, The decrea$é'in the Peridex® gross profit percent offset improvements in ViziLite® in
fiscal 2005. In the prlor year hlgher cost of product for ViziLite® resu]led from its product launch.

Operating loss-before incomes taxes for the Pharmaceuticals Business unit was $1.0 million for fiscal 2005
compared to $619,000 for the prior fiscal year. The increase in the operating loss before income taxes resulted from
increased selling and marketing expenses offsetting the gross profit increase of the core product lines in the
Pharmaceuticals Business unit. ' P J
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Biotechnology

Selected financial information for the Biotechnology Business Unit follows for the fiscal years ended July 31,
2005 and 2004 (dollars in thousands):

Fiscal Years Ended July 31,

G
2005 2004 Change
NEtTEVENUES . . . . oo e e e e $8 — & — —
Research and development expense . . . ........ ... ... ... ..., 6,696 5,476 22
Loss from continuing Qpera[ions before income taxes. . ........... (8,541 (7,142) (20)

A number of factors influenced the financial results for the Biotechnology Business Unit in fiscal 2005,
including:

+ Increased spending for the OraTest® product regulatory program,
* Continued development of a commercialization strategy for the OraTest® prodﬁcl;

* Approval of modifications to the current OraTest® regulatory program submitted to the FDA and aimed at
reducing the program’s overall duration and total cost;

* Re-commissioning of our ZTC™ manufacturing facility to support our regulatory program and the
production of ViziLite® Plus with TBlue®**™ the first commercialized use of our ZTC™ technology;

« Renegotiation of the General Services Agreement with Quintiles Transnational Corp. (*Quintiles™, our
contract research organization, to support the modifications to our regulatory program;

+ Expanded use of our Medical Advisory Board, whose members are some of the world’s leading researchers
studying cancers located in the head and neck, to assist in development of our regulatory strategy and in
development of our product commercialization strategy; and

* Evaluation of other ZTC™ pre-cancer and cancer detection applications.

-The loss from continuing operations before income taxes for the Biotechnology Business Unit was $8.5 million

for fiscal 2003, a 20% increase over the $7.1 million for fiscal 2004. This was driven by an increase of $1.2 million
in regulatory program expenses related to the OraTest® product.

Inflation and Seasonality

Inflation has had no unique or material effect on the operations or financial condition of our businesses. Our
consolidated operations are not considered seasonal in nature.

Liquidity and Capital Resources
Overview

Historically, our liquidity needs arise from working capital requirements, the funding of our OraTest®
regulatory program and the launch of our new products, and debt service. We have met these cash requirements
through our cash and cash equivalents, borrowings under our credit facility, cash from operations and working
capital management, the sale of non-core assets and proceeds from the issuance of common stock under our
employee stock option and stock purchase programs.

We derived nearly ail of our revenues from sales of Ester-C®, Peridex®, and ViziLite®. In generating these
revenues, we are dependent on a few key customers. Even after the disposition of our Nutraceuticals Business Unit
and for the immediate future, we will continue to be dependent on a few customers in connection with our remaining
products. A loss of any of our key customers, a reduction in sales to such key customers for any reason, or a failure to
fulfill their financial or other obligations due to us could have a material adverse affect on our business, financial
condition and results of operation, and our ability to obtain financing. Additionally, the development of our products
may require the commitment of substantial resources to conduct the time-consuming research and development,
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clinical studies and regulatory activitics necessary to bring any potential product to market and to establish
production, marketmg and sales capablhtles ‘

In March 2006, in an effort to mfuse add:tlonal liquidity into the company, we entered into the new $40 milllon

Credit Facility with Black Diamond Commercial Finance, L.L.C. which replaced our borrowing arrangement with
Wells Fargo Bank and we borrowed $20 million under this facility. From the loan proceeds, we repaid $3.5
outstanding under the Wells Fargo line of credit and fully secured the letter of credit supporting the IDA bonds
outstanding. The, balance of the procccds received from the Credit Facility provided working capital for general

corporate needs. ,.,:"’-*".i et e,

We evaluated the ' strategic dlrcctlon of the company and belieVe ‘that it ‘is appropriate to complete our
transformation to a company focused on cancer detection as the strategic focus of the business. Management
believes that our greatest potcnual lies wnhm the products and potential products within the Pharmaceutical and
Biotechnology Business Units, Consequentiy, we entered into a stock purchase agreement to divest the Nutra-
ceuticals Business Unit and completed the dlSpOSlthll on October 2, 2006. From the proceeds, we retired the debt
outstanding under the Credit Facility and we plan to use the net proceeds from the sale to pursue opportunities that.
are focused on the development and commercialization of cancer detection products from our Pharrnaceuticals and
Biotechnology Business Units, which may involve a potential acquisition to increase our ability to deliver ViziLite®'
and OraTest®, our oral cancer detection product, into the dental marketplace, and for our working capital needs.

- We anticipate that our current cash and cash equivalents, along with-cash generated from operations and
working capital management, the sale of non-core assets, and proceeds from the issuance of common stock under
our employee stock option and stock purchase programs are adeduate to fund our current level of operations over the
next 12 months. However, in order to complete this shift in our strategic direction, we will likely need to raise
additional funds. If we are unable to obtain financing on acceptable terms, or at all, we may be required to (i) delay
or not complete the potential acquisition; (ii} delay, scale back or eliminate some or all of our research and product
development programs or acquisition activity; (iii) limit the marketing of our products; or (iv) license to third parties
the rights to commercialize products or technologies that we would otherwise seek to develop and market ourselves.

Selected cash flow and working capital information.is set forth in the table below (dollars in thousands):

. ' : s . oy, Fiscal Years Ended
July 31,
2006 i 2005
Net cash used in operating activities. . . .. ... ... ...ttt $(20,809) $(7,387)
‘Net cash provided by (used in) investing activities ................ cee (5,290 16,588
Net cash provided by (used in) financing activities ... .................. 17,119 57
o : U o8 July 31, July 31, !
. , 2006 2005 .
Cash and cash equivalents . R L e $3958 $12,938
Working capital. . ... ... .. i s (6,854) 22,824
Currentratio . . . ............ P B e 0.3 33

'.At July 31, 2006, our primary sources of' liquidity included cash and cash equivalents of approximately
$3. 9 million compared to approximately $12.9 million at July 31, 2005. Our working capital was approximately
$(6.9) million at July 31, 2006 compared to approximately $22 8 million at July 31, 2005. The primary causes for

- the working capital decrease are (i} the current obllgatlon classification of our secured term loan facility, which was
repaid in October 20086, (ii) the reduction in accourits receivable at our Nutraceuticals Business Unit resulting from
its sales downturn, and (iii) the decline in our cash balance, which resulted from funding our operating loss.

-
. ¢

Operatmg Activities

Net cash used in operating activities was $20.8 million during the fiscal year ended July 31, 2006 compared to
$7.4 million during the same period last year. The increase in net cash used in operating activities during this period
resulted primarily from the funding of our operating loss; -the increase in inventory arising from lower than
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anticipated sales levels, a decrease in our accounts payable and accrued liabilities, and business development costs

related to the disposition of the Nutraceuticals Business Unit and the potential acquisition. These uses were offset
primarily by (i) non-cash items related primarily to depreciation and amortization, stock based compensation, and
financing costs and discounts related to our Credit Facility; and (ii) a decrease in accounts receivable of $7.5 million.

Investing Activities

Net cash used in mvestmg activities durmg the ﬁscal year cnded July 31, 2006 was'$5.3 miillion compared to
net cash provided by investing activities of $16.6 million for the comparable period of fiscal 2005. Cash was used to
increase the restricted cash collateral for the letter of credit supporting the IDA bonds and for capital asset purchases
and expenditures for patents and trademarks, Capital expenditures for property and equ1pment were $1.0 million for
the ﬁscal year ended July 31, 2006 .compared to $19 million for the fiscal year ended July 31, 2005. Our capital
expendltures were directed toward investments in (i) an improved Ester-C @ production and development capability
at the Nutraceuticals Business Unit, and (ii) preparations for commercialization of T-Blue®™’ and OraTest® in the
Biotechnology Business Unit. The prior year. results include $11.0 million of net proceeds associated with, the
Zilactin disposition. - o e, '

Financing Activities ' R oo : .

Net cash provided by financing activities for the fiscal year ended July 31, 2006 was $17.1 million compared to
$57,000 during the comparable period of fiscal 2005. Proceeds from the term loan under our new Credit Facility
were the primary source of funds in the current year while issuance of common stock under our employee stock
purchase plan and exercised stock options provided funds in both years. Short-term borrowings.under our previous
line of credit with Wells Fargo Bank provided funding during the period. On March 24, 2006, we repaid $3.5 million
outstanding under the Wells Fargo line of credit with proceeds from the new term loan.

Income Taxes

At July 31, 2006, we had net operating loss (“NOL”} carry forwards for federal tax purposes of approximately
$40.2 miflion that expire in years 2009 through 2026. Our ability to utilize the federal NOL carry forwards may be
impaired if we continue to incur operating losses. Valuation allowances were provided for the entire amount of our
net deferred tax assets.

Biack Diamond Credit Facility '

On March 24, 2006, we, certain of our domestic subsidiaries and Black Diamond Commercial Finance, L.L.C.
(“BDCF), as the initial lender and administrative agent, entered into a $40 million credit facility (the “Credit
Facility”) consisting of a $20 million term loan credit facility, available immediately, (the “Term Loan Facility’)
and a $20 million incremental term loan facility (the “Tack-On Facility™), available upon the occurrence of certain
events.

Balances under the Term Loan Facility accrued interest at a rate per annum of 14.00%, of which 10% per
annum is payable monthly in arrears and the remainder was added to the principal balance outstanding under the
Term Loan Facility. The Credit Facility was set to mature on March 24, 2008, The Credit Facility contained
affirmative and negative covenants, and events of default, including, but not limited to, certain restrlctlons related to
the use of proceeds, payment of dividends, the redemption of preferred stock, capital expenditures, and the entering
into of guarantees, acquisitions, mergers or consolidations, maintaining certain financial covenants relating to
earnings and cash levels, restrictions on incurring or canceling indebtedness, restnctlons on incurring liens,
restrictions on disposing of assets, making investments, making payments on debt instruments, entering into
affiliate transactions, entering into sale/leaseback transactions, and amending existing contracts. The Credit Facility
was secured (i} with certain exceptions, by a first priority interest in substantially all of our assets, and (ii) the pledge
and physical possession of the capital stock of certain of our domestic subsidiaries. The Credit Facility contained
minor prepayment penalties associated with repaying or refinancing the outstanding balances within six months of
March 24, 2006. At July 31, 2006, $19.9 million was outstanding under the Credit Facility.
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In connection with obtaining the Credit Facility, we paid $2.3 million in financing costs, which are amortized

to interest expense over the two-year term of the loan on a straight-line basis, which approximates the effective
interest method. Interest expense rcldted to these costs was $400, 000 for the fiscal year ended July 31, 2006.

. On March 24, 2006, in connectlon wnh entering into Lhe Credlt Facility, we terminated and repaid $3.5 million
outstanding under our Credit and Security Agreement (the “Wells Fargo Facility”) dated as of February 6, 2004
between Zila, Inc: and certain of its subsidiaries and Wells Fargo Business Credit, Inc and paid termination fees of
$205, 000 which were recorded in Other Expense. :

.

In connection with entering mto the Credit Facility and terminating the Wells Fargo Fac1llty, the Company
terminated a guarantee and deed of trust associated with the replacement letter of credit for the benefit of the holders
of Industrial Development Revenue Bonds, thé proceeds of which were used for the construction of the Prescott

Facility. In place of the guarantees and deed of trust, the Company increased the balance of the related interest
bearing collateral account to approximately $3.6 million.

As considération for entenng mto the Crédit Facdlty we issued a warrant to BDCF to purchase 1.2 million
shares of our common” “stock. BDCF subsequently Lransferred such warrant to an affiliate, namely BDC Finance,
L.L.C. (“BDC”). The warfant 1n1ually had' an exerc1se price of $3.79 per share and expires March 24, 2011. As
consideration and inducement Lo enter into the Flrst and Fifth Amendments to Credit Agreement, the exercise price
of the warrant was reduced to $3.14 and $2.22 per share, respectively. We recorded debt discount of $2.2 million
based on the portion of the proceeds allocated to the fair value of the warrant. Pursuant to a registration rights
agreement entered into in connection with the credit facility, we were required to register with the Securities and
Exchange Commission the common stock underlying the warrant. In accordance with Emerging Issues Task Forces
Issue No. 00-19, “Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in a
Company s, Own Stock™ (“EITF 00-19”), we recorded a warrant liability at March 24, 2006 of $2.2 million
representmg the fair value of the warrant shares. We re-value the warrant at each reporting date, with changes in the
fair value reported as non-cash charges or credits to earnings. At July 31, 2006, the fair value of the warrant liability
increased $137,000 resulting in a charge to earnings. The warrant is exercisable at any time during its five-year
contract term and is included in current liabilities in our balance sheet. The re-pricing of the warrant from $3.79 to
$3.14 per share had the effect of increasing the value of the warrant by approximately $171,000.

On June 6, 2006, we entered into ‘the First Amendment to the Credit Facility. The amendment waived the
requirement to comply with certain financial covenants for specified periods, required the re-pricing of the warrant
that was issued in connection with’ the Credit Fac111ty, amended the restricted payment provisions to allow for the
payment for the dividends under our Senes B convertible preferred stock, amended the timing for placement of a
mortgage or deed of trust on the Prescott Facﬂlty, and required the payment of $200,000 in fees.

¢

On August 1, 2006, Zila, Inc. receivéd a notice of default and reservation of rights letter from ‘BDCF, in
connection with non-compliance with certain minimum EBITDA financial covenants with respect.to the
Nutraceuticals Business Unit contained in the Credit Agreement. On August 4, 2006, the Borrowers entered into
a Second Amendment to Credit Agreement and Waiver. This amendment, among other things.: (i) waived the
requirement to comply with certain minimum EBITDA financial covenants with respect to the Nutraceuticals
Business Uit for the month of June 2006, (ii) included additional- financial reporting requirements related to
minimum unrestricted cash, cash flow forecasts and related certifications, (iii) amended the timing for placement of
a mortgage or deed of trust on the Prescott Facility, and (iv) required the payment of a $150,000 amendment fee.
This amendment waived any existing defaults related to this minimum EBITDA financial covenant and a few other
minor defaults related to the Credit Agreement. :

On August 18, 2006, the Borrowers entered into a Third Amendment to Credit Agreement and Waiver (the
“Third Amendment”). Among othér things, the Third Amendment: (i) reduced the minimum unrestricted balance of
cash and cash equivalents (as defined in the Credit Agreement) required to be held by Borrowers at the end of each
week; (i) allowed for prepayment of indebtedness if such prepayment is in conjunction with the Stock Purchase
Agreement by and between NBTY; Inc. and the Company dated as of August 13, 2006 (the “Stock Purchase
Agfeemem”); (iii) added as an'Event of Default (as defined in the Credit Agreement) termination of the Stock
Purchase Agreement on or before October 31, 2006;(iv) waived the requirement to comply with the minimum
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unrestricted cash covenant for, the week ended August 11, 2006; and (v) required the payment of a $50,000
amendment fee. . .

On August 31, 2006, the Borrowers entered into a Fourth Amendfnent to Credit Agreement and Watver (the
“Fourth Amendment”). Among cther things, the Fourth Amendment: (i) modified the date on which the Borrowers
must furnish to BDCF certain of their unaudited consolidated financial information; (if) reduced the minimum

unrestricted balance of cash and cash equivalents {as defined in the Credit Agreement) required to be held by
Borrowers at the end of each week; and (iii) waived the requirement to comply with the minimum LTM EBITDA (as

defined in the Credit Agreement) with respect to the Borrowers and the Nutraceuticals Business for the ﬁscal month
ended July 31, 2006, and (iv} required the payment of a $100,000 amendment fee.

On September 25, 2006, the Borrowers entered into a Fifth Amendment to Credit Agreement and Waiver (the
“Fifth Amendment”). Among other things, the Fifth Amendment: (i) modified the date on which the Borrowers
must furnish to BDCF certain of their unaudited consolidated financial information; (ii} increased the minimum
unrestricted balance of cash and cash equivalents (as defined in the Credit Agreement) required to be held by
Borrowers at the end of each week; and (iii) waived the requlremcnt to comply with the minimum LTM EBITDA (as
defined in the Credit Agreement) with respect to the Borrowers and the Nutraceuucals Busmess for the fiscal month
ended August 31, 2006, (iv) required the re-pricing of the warrant that was issued i in connection with the Credit
Facility to a price of $2.22 per share, and (v) required the payment of a $50,000 amendmerit fee. The re-pricing of
the warrant from $3.14 to $2.22 per share had the effect of mcreasmg the value of the warrant by approximately
$220,000.

i

On October 2, 2006, we repaid approximately $20.0 million outstanding under the Credit Facility, plus accrued
interest, from the proceeds of the disposition of the Nutraceuticals Business. Unamortized debt financing costs and
debt discount will be written-off in the first fiscal quarter ended October 31, 2006. At July 31, 2006 unamortized
deferred financing costs and debt dlSCUUDl for the Credll Facrllty were $3. 7 million.

+

Industrial Development Revenue Bonds

In April 1999, Zila Nutraceuticals, Inc. entered into a transaction with The Industrial Development Authority
of the County of Yavapai (the “Authority”) in which the Authority issued Industrial Development Revenue Bonds
(the “Bonds™). The proceeds from the Bonds were loaned to Zila Nutraceuticals, Inc. for the construction of a new
manufacturing and laboratory facility. The initial offerings of Bonds consisted of $3.9. million Series A and
$104,000 Taxable Series B Bonds and mature in 2019. The Series B Bonds were repaid. The Bonds bear a variable
interest rate that was 3.9% at July 31, 2006. In connection with the issuance of the Bonds, the Authority required
that Zila Nutraceuticals, Inc. maintain, for the benefit of the bondholders, an irrevocable direct-pay letter of credit to
secure payment of principal and interest. As noted above, we have placed approximately $3.6 million in an interest
bearing restricted collateral account to support this letter of credit. We, as the parent company, guarantee the letter of
credit. - : .- <

On September 28, 2006, we redeemed the Bonds for $2.8 million plus accrued interest. Funds in the restricted
cash collateral account were utilized for this repayment. Upon the retirement of the Bonds, we will recognize a loss
of approximately $216,000 for the write-off of the unamortized deferred financing costs.

.

PharmaBio Investment

A
. -

In December 2002, we entered into an agreement with PharmaBio Development, In¢. (“PharmaBio™), the
strategic investment group of Quintiles Transnational Corp.,.our contract research organization. Under this
agreement, PharmaBio invested $500,000 in us, In return for the investment, we agreed to pay PharmaBio an
amount equal to 5.0% of all net sales of the OraTest® product in the European Union and the United States, The
aggregated amount of the royalty cannot exceed $1.25 million and the royalty is payable quarterly. The investment
was recorded as long-term debt and will be amortized using.the effective interest method.
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Supply Arrangements

In the ordinary course of its business, our wholly-owned subsidiary, Zila Nutraceuticals, Inc., purchased
ascorbic acid from several direct and broker-arranged suppliers. Zila Nutraceuticals, Inc. entered into three-year
supply agreements with two major producers for the purchase of $26.7 million of ascorbic acid of which
$13.4 million remains to be purchased in future periods. Ascorbic acid is the primary ingredient in our Ester-

C® products. Purchases under one of these agreements commenced in July 2004, with the other agreement starting
in January 2005. Upon the sale of the Nutraceuticals Business Unit on October 2, 2006, we are no longer obligated

A

under these contracts. '

Preferred Stock

On February 5, 2001, we issued 100,000 shares of Series B Convertible Preferred Stock (“Preferred Stock™) as
part of the IST acquisition. The holders of the Preferred Stock are entitled to réceive cumulative quarterly dividends
- at a rate of $0.0975 per share per fiscal quarter, payable in arrears. The Preferred stock dividends were $39,000 each
year during fiscal 2006, 2005, and 2004, respectively. At July 31, 2006, accumuiated accrued dividends are $9,750.
The Series B Preferred can be redeemed at our option if our common stock maintains a closing price on each trading
day equal to or greater than $9.00 per share for any ten trading day period. The redemption price shall be the average
bid closing price on our common stock for the five trading days immediately proceeding the date we give notice.
The Series B Preferred shall be convertible at the option of the holder at any time on or before December 31, 2010
into our common stock at the ratio of one-to-one. On December 3 1, 2010, all of the remaining Series B Preferred
will be converted into our common stock at a ratio of one-to-one.

Stock Repurchase Program

On November 10, 1999, we announced that our Board of Directors authorized the repurchase of up to one
million shares of Zila common stock from time to time on the open market depending on market conditions and
other factors. As of July 31, 2005, 225,100 shares had been repurchased for $571,400. We made no purchases
pursuant to this program since fiscal 2003, and we have currently suspended purchases under this program.

EBITDA

The following discussion includes a présentation_of EBITDA, w:hich' is utilized by our management as a
measure of the performance of our business units. We define “EBITDA” as earnings (loss) before interest, taxes
(income), depreciation and amortization: Other companies may define such financial measure differently. We
consider EBITDA to be a meaningful measure of our ongoing operations that assists us in assessing our ability to
fund our regulatory program and debt service and to finance the growth of our core businesses. We also believe that
this non-GAAP financial measure is useful to provide stockholders and potential investors transparency with
respect to supplemental information used by management in its financial and operational decision-making.

Although we use EBITDA as a financial measure to assess the performance of our business, we do not use it
alone because it does not consider certain matertal costs, expenses and other items necessary to operate our
business. These items include debt service costs, non-cash depreciation and amortization expense associated with
long-lived assets and non-cash stock-based compensation and valvation expense associated with stock options and
warrants that we have granted to our employees and others. Because EBITDA does not consider these items, a
stockholder, potential investor or other user of our financial information should not consider this non-GAAP
financial measure as a substitute for net income (loss) as an indicator our financial performance in that net income
(loss) provides a more complete measure of our performance. - .
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Reconciliation of GAAP Measures to Non-GAAP Measure

Fiscal Years Ended July 31,
2006 2005 2004
(Unaudited)

(In thousands)

EBITDA ..........ovvnn e . $(24,498) $3930  $(1,431)
Interest i income .. ............. e Lo, 344 188 109
Interestexpense. ............ ..ol e L., (2152) (196) (342)
Depreciation and amortization . . ... ... ... ... .. ... (3.036) (2,746) . (2,671)
INCOME 1TaX EXPENSE . . . ..ottt et e e et it (4) (86) (2)
Net mc-:);nnc (loss) ..................... e, $(29.340)(b)$ 1,099(a) $(4,337)

R . T R L e e A i S R A S M = T e Sy, TR T,

(2) Includes the $9.8 million gain from the disposal of our Zilactin product line (see Note 2 of Notes to
. Consolidated Financial Statements).

(b) includes the $629,000 loss from the dlprSd] of IST (see Nole 2 of Notes 10 Consohdated Financial Statements}.

Contractual Obligations

“,

The table below summarizes our future cash contractual obligations at July 31, 2006, and the effect that such
obligations are expected to have on our liquidity and cash flows for fiscal years ending July 31 {in thousands).

+ 2007 2008 & 2009 2010 & 2011 Thereafter Total
Long-term debt . . ... ........... $18289 S 991 5491 $1495  $21,266
Operating leases ... ............. 430 687 o316 T — 1,433
Capital lease obligations . ......... 72 84 — — 156
Purchase obligations . ............ 7,975 5,379 — — 13,354
Total............ .. ... . ..., $26,766 $7,141 $807 $1,495 $36,209

[

T

Purchase obligations include contractual arrangements for the purchase of raw materials that are legally
binding and enforceable. These contractual arrangements specify all significant terms, including fixed or minimum
quantities to be purchased, pricing provisions and the approximate timing of the transaction. The timing of
payments for our purchase obligations is estimated based upon current information. The actual timing and amount
of payment may differ from this estimate.

Purchase orders for raw materials and other goods and services are not incleded in the above table. Qur
purchase orders may represent authorizations to purchase rather than definitive binding contractual obligations.
Contractual arrangements for goods and services that comam clauses allowing for cancelldnon without significant
penalty are not included in the above table! '

Upon the disposition of our Nutraceulicals Business Unit, on October 2, 2006, we no longer have purchase

obligations of $13.4 million, obligations for operating leases of $242,000, and ob]igétions for capital leases of
$104,000.

We do not have any off-balance sheet financing arrangements.

Critical Accounting Policies and Estimates

The discussion and analysis of our financial condition and results of operations are based upon our
consolidated financial statements, which have been prepared in conformity with generally accepted accounting
principles in the United States. The preparation of the consolidated financial statements requires us to make
estimates and assumptions that affect the amounts reported in the consolidated financial statements and accom-
panying notes. On an ongoing basis, we evaluate our estimates related to sales allowances, chargebacks, rebates,
returns and other pricing adjustments, depreciation and amortization and other contingencies and. litigation, We
base our estimates on historical experience and various other factors related to each circumstance. Actual results
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could differ from those estimates based upon future events, which could include, among other risks, changes in the
business environment in which we operate and changes in the regulations governing the manner in which we sell our
products. There are several accounting policies that we believe are significant to the presentation of our consol-
idated financial statements and require management’s most difficult, complex or subjective judgments about
matters that are inherently uncertain. Note 1 to our consolidated financial statements “Nature of Business Activities
and Summary of Significant Accounting Policies” summarizes each of our significant accounting policies. We
believe our most critical accounting policies are as follows:

Revenue Recognition — Revenue from sales of products is recognized when eared; that is, when the

risks and rewards of ownership have transferred to the customer, which is considered to have occurred when

delivery to the designated location or carrier has cccurred. Cash discounts, sales incentives, and returns are
. estimated and recognized as a reduction of revenue at the time of sale based upon historical activity and current

customer commitments. We evaluate these estimates on a quarterly basis and revise them as necessary.

We provide for allowances for doubtful accounts and sales returns based on historical experielice and a
review of our receivables. Receivables are presented net of allowances for doubtful accounts and for sales
returns of $70,000 at July 31, 2006 and $150,000 at July 31, 2005. We evaluate these estimates on a quarterly
basis and revise them as necessary.

On occasion, we enter into arrangements to license our technology on specifically approved products. For
those arrangements where we have continving involvement with the licensee, nonrefundable, upfront license
fees are recognized systematically as they are earned over the life of the agreement. Fees associated with
substantive, at risk, performance milestones are recognized as revenue upon their completion, as defined in the
respective agreements. For perpetual licenses or manufacturing rights agreements, where: (i) we have no
further continuing involvement with the licensee; (ii) the fees are nonrefundable; and (iii) the fees are not a
prepayment of future royalties, we recognize the fees as revenue at the time the arrangement becomes
effecuve The assessment of existence or extent of continuing involvement requires significant judgment and
analy*;ls of the contractual requirements and other factors relating to the business relationship between the
parties.

Use of Estimates — The preparation of financial statements in conformity with accounting principles
generally accepted in the United States of America necessarily requires that we make estimates and
assumptions that affect the reported amounts of assets and liabilities, as well as disclosure of contingent
assets and liabilities at the date of the financial statements and the reported amounts of revenue and expenses
during the reporting period. The accounting estimates used in the preparation of our consolidated financial
statements will change as new events occur, as more experience is acquired, as additional information s
obtained and as our operating environment changes. Actual results could differ from those estimates.

Significant estimates include: (i) useful lives of intangibles; (ii) impairment analyses; {iii) deprec:ablc
lives of assets; (iv) income tax valuation allowances; (v) contingency and litigation reserves; (vi) inventory
valuation; (vii) allowances for accounts receivable, cash discounts, sales incentives and sales returns; and
valuation assumptions for share-based payments. ' '

We make changes in estimates as appropriate, and as we become aware of circumstances surrounding
those estimates. Such changes and refinements in estimation methodologies are reflected in reported results of
operations in the period in which the changes are made and, if material, their effects are disclosed in the Notes
to Consolidated Fmancnal Statements. '

QOur impairment analyses include sngmﬁcam estimates with respect to cash flows and fair values. The factors
that affect these estimates include the following:

1 The cash flows used to measure long-lived assets related to the OraTest® product are dependent upon
obtaining FDA approval and generating sufficient revenues from sales of the OraTest® product. The rigorous
clinical testing and an extensive regulatory approval process mandated by the FDA and equivalent foreign
authorities before any new drug can be marketed by us can take a number of years and require the expenditure
of substantial resources. Obtaining such approvals and completing such testing is a costly and time-consuming
process, and approval may not be ultimately obtained. The length of the FDA review period. varies
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considerably, as does the amount of clinical data required to demonstrate the safety and efficacy of a specific
product. Net long-lived assets related to the OraTest® product as of July 31, 2006 of $5.7 mllllon have been
capitalized. Lo . .

The cash flows used to measure long-lived assets related to the ViziLite® Plus products are debendém
upon our ability to properly market the products to a sufficient number of dentists so they become integrated
within their practice. ViziLite® Plus with TBlue®*®™ is a patented, FDA-cleared device for enhancing
visualization of oral tissue abnormalities in patients at high risk for oral cancer. It consists of a disposable,
chemiluminescent, low-wavelength light and Zila Tolonium Chloride lesion marking systern. it is used in
combination with traditional oral screening to increase identification, evaluation and monitoring of oral
mucosal abnormalities. Achieving our sales goals requires significant training and education about the
products’ attributes to the dental professionals. We have added significant marketing, sales and educational
costs targeted towards achieving market-acceptance within.a.reasonable:timeframexand:weshaveyrevised,our,

'7‘ business model accordingly with  current sales and costs assumptlons Net long-lived assets related (o the
ViziLite® products as of July 31, 2006 of $2.2 million have been capltallzcd

1

Goodwill, Intangibles and Other Long-Lived Assets— We have made acquisitions' of products and
businesses that include goodwill, license agreements, patents and trademarks, product rights and other
intangible and long-lived assets. We assess the impairment of goodwill, intangibles and other long-lived
assets whenever events or changes in circumstances indicate that the carrying value of any of these assets may
not be recoverable. Such events or circumstances might include a significant decline in market share andfor
significant negative industry or economic trends, a significant decline in profits and/or significant under-
performance relative to expected historical or projected operating results, significant changes in the manner of
our use of the acquired assets or the strategy for our overall business, rapid changes in technology, significant
litigation or other items. In evaluating the recoverability of goodwill, intangibles and other long-lived assets,
our policy is to compare the carrying amounts of such assets with the estimated undiscounted future operating
cash flows. If we have changes in events or circumstances, including reductions in anticipated cash flows
generated by our operations or deterrhinations to divest of certain assets, certain assets could be impaired
whlch would result in a charge to earnings.

In accordance with SFAS No 2 “Goodwﬂl and Other Intangibles,” our policy is to review the
carrying amounts of goodwnll and cendm mtanglble assets with indefinite lives at least annually as of May | or,
as described above, whenever events or changes in circumstances indicate that the carrying amount of the asset
may be impaired.

» R

‘The followidg is a summary of the significant components of our goodwill and intangible assets and our
impairment methodology for each.

Zila Pharmaceuticals Goodwill — Goodwill is related to the Peridex® produc[ which was acquired from

Procter & Gamble in November 1997. At July 31, 2006, the carrying value of the Peridex goodwill was

" $4.0'million. We review the carrying value 6f Zila Pharmaceuticals goodwill at least annually as of May | or, as

described above, whenever events or changes in circumstances indicate that the carrying amount of the asset
may be impaired.

Zila Nutraceuiticals Goodwill — Goodwill and trademark‘; totaling approximately $10.7 million (net of
accumulated amortization of $4.8 million) are related to the Ester-C® group of products. These assets were
acquired by merger in 1997 and are combined for purposes of testing for impairment. We reviewed the carrying
value of Zila Nutraceuticals goodwill as of May 1, 2006, and upon the disposition of our Nutraceuticals
Business Unit on October 2, 2006, and determined that the carrying value of the asset was not impaired.

OraTest® — The purchase of CTM eliminated our obligation to pay royalties to CTM con future sales of

the OraTest® product. The recoverability of the $2.6 million net purchased technology rights is dependent

- upon obtaining FDA approval and generating sufficient revenues from future sales of the OraTest® products.
For purposes of testing recoverability, the following are grouped with purchased technology rights: (i) fixed

- assets of approximately $1.3 million (primarily related to our manufacturing facility); (i) patents and patents
pending of $1.8 million: and (ii1) $428,000 of OraTest® clinical rinse and swab inventory, ZTC™ drug
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substance, the active ingredient in the OraTest® product, and its related components. We have prepared a '

. probability-weighted analysis of potential future cash flows under various possible outcomes. Significant
assumptions in the analysis include the expected date and overall likelihood of FDA approval, cost of the

remaining regulatory program, cost of the marketing roll out, future net cash flows associated with sales of the .

products and the probabilities assigned to each possible outcome. The assumptions included in'the analysis are
updated whenever events or changes in circumstances indicate that the carrying amount may be impaired.

Recent Accounting Pronouncements

In September 2006, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 108

(Topic. 'IN). “Quantifying Mzsstatemems‘ in Current Year Financial Statements,” (“SAB No. 108). SAB No. 108 '

addresses how the effect of prior-year uncorrecied misstatements should be considered when quantlfymg mis-
statements in curreni-year financial statements. SAB No. 108 requires SEC registrants (i) to quantify misstatements
using a combined approach which considers both the balance-sheet and income-statement approachcs (i) t()'
evaluate whether either approach results in quantifying an error that is material i in light of relevant quanutatwe and
qualitative factors, and (iii) to adjust their financial statements if the new combined approach results in a conclusion
is that an error is material. SAB No. 108 addresses the mechanics of correcting misstatements that include effects
from prior years. It lndlcatcs that the current-year correction of a material error that includes prior-year effects may

result in the need to correct prior-year financial statements even if the misstatement in. the prior year or years is

considered immaterial. Any prior-year financial statements found to be materially.misstated in years subsequent to
the issuance of SAB No. 108 would be restated in accordance with SFAS No. 154, “Accounting Changes and Error
Corrections.” Because the combined approach represents a change in practice, the SEC staff will not require
registrants that followed an acceptable approach in the past to restate prior years’ historical financials statements.
Rather, these registrants can report the cumulative effect of adopting the new approach as an adjustment to the
current year's beginning balance of retained earnings. If the new approach is adopted in a quarter other than the first
quarter, financial statements for prior interim periods within the year of adoption may need to be restated. SAB

No. 108 is effective for ﬁscal years ending after November 15, ‘2006, which for uq wouldlbe our, fiscal year

beginning August 1, 2007. We are currently evaluating the impact of SAB No. 108.

In Septembcr 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No 157 “Fair.Value
Measures™ (“SFAS No. 157). SFAS No. 157 defines fair value, establishes a framework for measurmg fair value in
generally accepted accounting principles (GAAP), expands disclosures about fair value measurements, and applies
under other accounting pronouncements that require or permit fair value measurements. SFAS No. 157 does not
require any new fair value measurements. However, the FASB anticipates that for some entities, the application of
SFAS No. 157 will change current practice. SFAS No. 157 is effective for financial statements issued for fiscal years
beginning after November 15, 2007, which for us would be our fiscal year beginning August 1, 2008.

lh July 2006, the FASB issued FASB Interpretation (FIN) No. 48, Accounting for Uncertainty in Income
Taxes—An Interpretation of FASB Statement No, 109 (“FIN 48™). FIN 48 prescribes detailed gu1dance for the
financial statement recognition, measurement and disclosure of uncertain tax posntlons recogmzed inan enterpnse 5
fi nancnal statements in accordance with SFAS No. 109, “Accounting for Income Taxes Tax positions must meet a
more- Ilkely than-not recogn:tlon threshold at the effective date to be recognized upon the adoption of FIN 48 and in
suchquent perlods FIN 48 w1ll be effectlve for fiscal years begmnmg after December 15, 2006, whlch for us would
be our fiscal year begmmng August 1, 2007, and the provisions of FIN 48 will be applied to all'tax positions upon
initial adoption of the Interpretation. The cumulative effect of applying the provisions of this Interpretation will be
reported as an adjustment to the opening balance of retained earnings for that fiscal year. We are currently,
evaluating the impact of FIN 48 on our financial statements but do not believe that its adoption will have a material |
effect on our financial position or results of operations. :

i ’ . 1

In February 2006, the FASB issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments —
An Amendment of FASB Statements No. 133 and 140 (“SFAS No. 155”).” This standard amends the guidance in,
SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, and SFAS No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. Specifically, SFAS No. 155 amends
SFAS No. 133 to permit fair value re-measurement for any hybrid financial instrument with an embedded derivative.
that otherwise would require bifurcation, provided the whole instrument is accounted for on a fair value basis.!
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Additionally, SFAS No. 155 amends SFAS No. 140 to allow a qualifying special purpose entity to held a derivative
financial instrument that pertains to a beneficial interest other than another derivative financial instrument.
SFAS No. 155 applies to all financial instruments acquired or issued after the beginning of an entity’s first fiscal
year that begins after September 15, 2006, which for us would be our fiscal year beginning August 1, 2007. We do
not expect that the adoption of SFAS No. 155 will have a material impact to our results of operations or financial
position.

. e Y R it o U R e S I S

Item 7A. Quantitative and Qualitative Disclosures about Market Risk

With the redemption of the Bonds on September 28, 2006, our exposure to market risk for a change in interest
rates relates primarily to our investments, which consists of cash and cash equivalents. The primary objective of our
investment activities is to preserve principal while maximizing yields without significantly increasing risk. We
maintain our portfolio in high credit quality money market funds and the carrying vaiue at July 31, 2006
approximates market value and at maturity. Because our investments consist of cash equivalents, a hypothetical
100 basis pomt change in interest rates is not hkely to have a material effect on our consohdated ﬁnanc1al N
?"é%ﬂ : ’statements ' P RN

We also have market risk arising-froim changes in foreign currency exchange rates through our subsidiaries that
" conduct business-in Canada and Europe and through a subsidiary that uses the British pound as its functional
currency. Wc‘belleve lhat such exposure does not present a significant risk due to the limited number of transactions

' andlor accounts denommated in foreign currency.

Item 8. Financial Statements and Supplementary Data

Consolidated financial statements, together with the related notes and the reports of BDO Seidman, LILP and
Deloitte & Touche LLP, independent registered public accounting firms, are set forth hereafter. Qther required
financial information and schedules are set forth herein, as more fully described in I[tem 15 hereof.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Not applicable.

Item 9A. Controls and Procedures

Evaluation of Disclosure Controls and Procedures.

We maintain disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) under the
Securities Exchange Act of 1934, as amended (the “Exchange Act™)) that are designed: (i) to ensure that
information required to be disclosed in the reports that we file or submit under the Exchange Act is recorded,
processed, summarized and reported within the time periods specified in the SEC’s rules and forms and (i1) to ensure
that such information is accumulated and communicated to management, including our Chief Executive Officer and
Chief Financial Officer, as appropriate, to allow for timely decisions regarding required disclosure,

Our management, with the participation of our Chief Executive Officer and Chief Financial Officer, evaluated
the effectiveness of our disclosure controls and procedures as of the end of the period covered by this report, and,
based on that evaluation, our Chief Executive Officer and Chief Financial Officer have concluded that our
disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) are effective.

Changes in Internal Control over Financial Reporting.

There were no changes in our.internal control over financial reporting (as such term is defined in
Rules 13a-15(f) and 15d-15(f) of the Exchange Act) during the most recent fiscal quarter that have materially
affected, or are reasonably likely to materially affect, our internal control over financial reporting.
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Management’s Annual Report on Internal Control Over Financial Reporting.

Qur management is responsible for establishing and maintaining adequate internal control over financial
reporting as defined by Exchange Act Rule 13a-15(f) and 15(d)-15(f) under the Exchange Act. Qur internal control
over financial reporting is designed to provide reasonable assurance regarding the reliability of financial reporting
and the preparation of financial statements for external purposes in accordance with generally accepted accounting
principles. Our internal control over financial reporting includes those policies and procedures that:

(i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transacuons and dispositions of our assets;

A . L)

g . (ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of our
financial statements in accordance with generally accepted accounting principles, and that our receipts and

expenditures are being made only in accordance with the authorizations of our management and board of |

d1rectors and

Sk » ‘

(111) provide reasonable assurance regardmg prevention or umely detection of unauthorized acqmsmon
use or disposition of our assets that could have a material effect on the financial statements.

4 »

An internal control system, no matter how well conceived and operated, can provide only reasonable — not .

absolute — assurance that the objectives of a-control system are met. Because of the inherent limitations in all

control systems, no evaluation of internal controls can provide absolute assurance that all controls issues, if any,

within a company have been detected. Also, projections of any evaluation of effectiveness to future periods are
subject to the risk that controls may become inadequate because of changes in conditions, or that the degree of
-compliance with the policies or procedures may deteriorate. :

il

Our management, with the participation of our principal executive officer and principal financial officer

conducted an assessment of the effectiveness of our internal control over financial reporting as of July 31, 2006,
based on the framework and criteria set forth in Internal Control -—— Integrated Framework, issued by the Committee
of Sponsoring Organizations of the Treadway Commission (“COSO”). Based on our assessment, management
concluded that we maintained effective internal control over financial reporting as of July 31, 2006 t6 provide
reasonable assurance regarding the reliability-of financial reporting and the preparation of the financial statements
for external reporting purposes in accordance with generally accepted accounting principles. Our management
reviewed the results of our assessment with the Audit Committee of oir Board of Directors. -

BDO Seidman, LLP, the independent registered public accounting firm that audited our consolidated financial
statements for the fiscal year ended July 31, 2006 included.in this Annual Report on Form 10-K, has issued & report .

n management’s assessment of the effectiveness of our internal control over financial reporting as of July 31, 2006.
Their report is included herein under the heading “Report of Independent Reglstered Public Accountmg Firm On
Internal Cenirol Over Financial Reporting.” .ot U

oo . ' ¥
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Report of Independent Registered Public Accounting Firm On Internal Control Over Financial Reporting.

Boafd of Directors and Shareholders
Zila, Inc. .
Phoenix, Arizona

We have audited management’s assessment, included in the accompanying Management’s Report on Internal
Control over Financial Reporting that Zila, Inc. maintained effective internal control over financial reporting as of
July 31, 2006, based on criteria established in Internal Control — Integrated Framework issued by the Committee
of Sponsoring Organizations of the Treadway Commission (COSO). The Company’s management is responsible
for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting. Our responsibility is to express an opinion on management’s assessment
and an opinion on the effectiveness of the Company’s internal control over financial reponing based on our audit.

‘im&m [T S,

We conducted our audit in accordance with the standards of the Public Company Accountmg Oversight Board
(United States), Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all materidl respects. Our audit
included -obtaining an understanding of internal control over financial reporting, evaluating managements
assessment, testing and evaluating the design. and operatmg effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in’
accordance with accounting principles generalfy accepted in-the United States of America. A company’s internal
control over financial reporting includes those policies and procedures that (i) pertain to the maintenance of records
that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company;
(ii) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with accounting principles generally accepted in the United States of America, and that
receipts and expenditures of the company are being made only in accordance with authorizations of management
and directors of the company; and (i) provide reasonable assurance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of the company’s assets that could have a material effect on the
financial statements.

‘

Because of its inherent limitations, internal control over financial reporting may not prevent-or. detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compllance with the
policies or procedures may deteriorate. .

In our opinion, management’s assessment that the Company maintained effective internal control over
financial reporting as of July 31, 2006, is fairly stated, in all material respects, based on the criteria established in
Internal Control — Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission (COS0). Also in our opinion, the Company maintained, in all material respects, effective internal
control over financial reporting as of July 31, 2006, based on the criteria established in fnternal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.

We have aiso audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated balance sheets of Zila, Inc. and subsidiaries as of July 31, 2006 and 20035 and the
related consolidated statements of operations, comprehensive income, shareholders’ equity, cash flows, and
schedule for the years then ended, and our report dated October 5, 2006 expressed an unqualified opinion thereon.

/s/  BDO Seidman, LLP

Phoenix, Arizona
October 5, 2006
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Item 9B. Other Information

Not applicable.
PART 11

Item 10 Directors and Execunve Offi cers of the Registrant

Thc information required by this item relatmg to our directors and nominees, and regardmg comphance with

Section 16(a) of the Securities Act of 1934, will be included under the captions “Proposal One: Election of
Directors,” “Board Information” and “Section 16(a) Beneficial Ownership Reporting Compliance” in our definitive
proxy statement for the annual meeting of stockholders of Zila to be held on December 14, 2006 (the “Proxy
Statement”) and is incorporated herein by reference.

Pursuant to General Instruction G(3) of Form 10-K, the information required by this item relating to our
executive officers is included under the caption “Executive Officers” in the Proxy Statement.

We have adopted a code of ethics that applies to all of our employees, including our principal executive officer
and all members of our finance department, including the principal financial officer and principal accounting
officer. This code of ethics is posted in the “Corporate Governance” section of the Investor Relations portion of our
website at www.zila.com and is titled “Code of Business Conduct.” We also have a “Code of Ethical Conduct for
Financial Personnel” which applies solely to our finance personnel and which is posted in the same place on our
website. We intend to satisfy any disclosure requirement under Item 5.05 of Form 8-K regarding an amendment to,
or waiver from, a provision of this code of ethics relating to an executive officer by posting such information on our
website, unless otherwise required by Nasdagq Market Place Rules to disclose any such waiver on Form 3-K.

There have been no material changes to the procedures by which security holders may recommend nominees
to our Board of directors. The procedures for submitting shareholder nominations or recommendations will be
included under the caption “director Nomination Process” in the Proxy Statement.

Item 11. Executive Compensation

The information required by this item will be included under the captions “Proposal One: Election of -
Directors — Board Compensation,” “Employment and Severance Agreements,” “Compensation Committee Inter-
locks and Insider Participation,” and “Executive Compensation and Other Information” in our Proxy Statement and
is incorporated herein by reference.

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters

The information required by this item relating to security ownership of certain beneficial owners and
management will be included under the caption “ZILA Share Ownership,” and the information required by this
item relating to securities authorized for issuance under equity compensation plans will be included under the
caption “Equity Compensation Plan Information,” in each case in our Proxy Statement and is incorporated herein by
reference.

Item 13. Certain Relationships and Related Transactions

The information required by this item will be included under the caption “Certain Relationships and Related
Transactions” in our Proxy Statement and is incorporated herein by reference.
Item 14. Principal Accountant Fees and Services

The information required by this item will be included under the captions “Audit and Related Fees” in our
Proxy Statement and is incorporated herein by reference.

47




O

PART IV

Item 15, Exhibits and Financial Statement Schedules

(a)(1)} Financial Statements. The Index to Consolidated Financial Statements and Financial Statement Schedule
on page F-1 is incorporated herein by reference as the list of financial statements required as part of this
report.

(a)(2) Financial Statement Schedule. The Index to Consolidated Financial Statements and Financial Statement
Schedule on page F-1 is incorporated herein by reference as the list of financial statements required as part
of this report. .

(a)(3) The exhibit list in the Index to Exhlblts is incorporated herein by reference as the list of exhlblts requxred as
: part of this report. -
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has
duly caused this report on Form 10-K to be signed on its behalf by the undersigned, thereunto duly authorized, this
lOth_ day of October, 2006.

ZILA, INC,, a Delaware corporation

Is/ ANDREW A. STEVENS

Andrew A. Stevens
Vice President and Chief Financial Officer
{Principal Financial Officer)

POWER OF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears below constitutes
and appoints Andrew A Stevens his or her attorney-in-fact, with the full power of substitution, for such person, in
any and all capacities, to sign the Zila, Inc. Annual Report on Form 10-K and all amendments thereto, with all
exhibits thereto and other documents in connection therewith, with the Securities and Exchange Commission,
granting unto said attorney-in-fact and agent full power and authority to do and perform each and every act and
thing requisite and necessary to be done in connection therewith, as fully to all intents and purposes as he or she
might do or could do in person hereby ratifying and confirming all that each of said attorneys-in-fact and agents, or
his substitute, may do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this Report on Form 10-K has been
signed below by the following persons on behalf of the registrant in the capacilies and on the dates indicated.

Signature Title Date
/s . DOUGLAS D. BURKETT, PH.D. Chairman of the Board, President, and Qctober 10, 2006
Douglas D. Burkett, Ph.D. Chief Executive Officer

. fsf DAVID R. BETHUNE Director October 10, 2006
David R. Bethune' :

/s LESLIE H. GREEN Director October 10, 2006
Leslie H. Green ;
/st CHRISTOPHER D. JOHNSON Director October 10, 2006
Christopher D. Johnson
/s/ KURT R. KRAUSS Director Qctober 10, 2006
Kurt R. Krauss
/sf MICHAEL S. LESSER Director October 10, 2006

Michael S. Lesser

/sf S. TIMOTHY ROSE Director October 10, 2006
S. Timothy Rose
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Report of Independent Registered Public Accounting Firm

Board of Directors and Shareholders
Zila, Inc.

Phoenix, Arizona

We have audited the accompanying consolidated balance sheets of Zila, Inc and subsidiaries as of July 31,
2006 and 2005 and the related consolidated statements of operations, comprehensive income, shareholders’ equity,
and cash flows for the years then ended. We have also audited the schedule listed in the accompanying index. These
financial statements and schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on these financial statements and schedule based on our audits.

. Weconducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(U}'li[l:d States). Those standards requirettharwe*plan¥andperform¥the A0diti5Tobtainyreasonable.assurance,about.. .
whether the financial statements and schedule are free of material misstatement, An audit includes examining, on a
test basis, evidence supporting the amounts and disclosures in the financia! statements and schedule, assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
pféscntation of the financial statements and schedule. We believe that our audits provide a reasonable basis for our
opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
the financial position of Zila, Inc. and subsidiaries at July 31, 2006 and 2005, and the results of its operations and its

cash flows for the years then ended in conformity with accounting principles generatly accepted in the United States
of America. ‘ ' ' K

Also, in our opinion, the schedule presents fairly, in all material respects, the information set forth therein.

As discussed in Notes 1 and 7 to the consolidated financial statements, Zila, Inc. adopted Statement of
Financial Accounting Standards No. 123R, Share-Based Payment, effective August 1, 2005.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of Zila Inc.’s internal control over financial reporting as of July 31, 2006, based on
criteria established in Internal Control — Integrated Framework issued by the Committee of Sponsoring Orga-
nizations of the Treadway Commission (COSO) and our report dated October 5, 2006 expressed an unqualified

opinion thereon.

fs/ BDO Seidman, LLP

Phoenix, Arizona
October 5, 2006




Report of Independent Registered Public Accounting Firm

Board of Directors and Shareholders
Zila, Inc.
Phoenix, Arizona . .

We have audited the accompanying consolidated statements of operations, comprehensive income (loss),
shareholders’ equity, and cash flows of Zila, Inc. and subsidiaries (the “Company”) for the year ended July 31, 2004.
Our audit also included the financial statement schedule listed in the Index at Item 15(a}(3). These financial
statements and financial statément schedule are the responsibility of the Company’s management. Our respon-
sibility is to express an opinion on the financial statements and financial statement schedule based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board

(United States). Those. standards require that we plan and perform the audit to obtain reasonable assurance about
f

whether ihe financial statements are free of material misstatement. The Company is not required to have, nor were

-we engaged to perform an audit of its internal control over financial reporting. Our audit mc]uded consideration of

mtemal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion'on the effectiveness of the Company’s internal
control"over financial reporting. Accordingly, we express no such opinion. An audit also includes examining, on a
test.basis, evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
pnnmples used and significant estimates made by management, as well as evaluating the overall financial statement
presentanon We believe that our audit provides a reasonable basis for our opinion.

‘In our opinion, ‘'such consolidated financial statements present fairly, in all material respects the results of
operations and cash flows of Zila, Inc. and subsidiaries for the year ended July 31, 2004, in conformity with
accounting principles generally accepted in the United States of America. Also, in our opinion, such financial
statement schedule, when considered in relation to the basic consolidated financial statements taken as a whole,
presents fairly in all material respects the information set forth therein.

l'As discussed in Note 2 to the consolidated financial statements, on June 27, 2005, the Company sold
substantially all of the assets of its Zilactin brand over-the-counter lip and oral care products. On July 21, 2006, the
Company sold substantially all of the assets of the Innovative Swab Technology, Inc. (“1ST") business. Zilactin and
IST’s results of operations have been classified as discontinued operations in all periods presented.

[

/s/ DELOITTE & TOUCHE LLP
Phoenix, Arizona

October 13, 2004 (October 7, 2005, as to the effects of the Zilactin discontinued operations and October 9, 2006, as
to the effects of the IST discontinued operations, both described in Note 2 10 the consolidated financial statements)
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ZILA, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

| July 31, 2006 and 2005
|
|

... . ASSETS

CURRENT ASSETS: ' ' B TS

Cash and cash equivalents. . . ........ ... .. ... .. . i e,
Restricted cash coliateral

Total CUITEnt A856LS . . . . oo v et e e e e e e
PROPERTY AND EQUIPMENT — net
PURCHASED TECHNOLOGY RIGHTS —mnet. ........... .. ... ..., .

CURRENT LIABILITIES: .
Accounts payable . .. ... ... L e ce s
‘ Accrued liabilities. .. ... ..o

| Warrant Hability . . ... ..ottt e L

Short-term borrowings
Deferred revenue and deferred gain on sale leaseback . ................
Current portion of long-term debt and capital lease obligations

Total current liabilities
Deferred revenue and deferred gain on sale leaseback .. .................
Long-term debt and capital lease obligations — net of current portion .. ... ..

Total labilities .. ... oo e e

COMMITMENTS AND CONTINGENCIES (Note 13)
+ SHAREHOLDERS’ EQUITY:

Preferred stock — Series B, $.001 par value — 2,500,000 shares authorized,
100,000 shares issued and outstanding

Common stock, $.001 par value — 65,000,000 shares authorized,
46,007,593 shares and 45,864,050 shares issued and outstanding

Capital inexcessof parvalue . .. ... ... ... .. . . L

Accumulated other comprehensive loss . .. ....... ... ... ...........
Accumulated deficit . ... ... .. .

2006

2005

S, WM» Bt

$ 3958190 $ 12937517
3,610,950 527,783
3,764,022 11,422,743
9,698,810 6,024,266
. 1,938,188 1,726,778
22970160 32,639,087

8,410,580 9,691,686
2,552,937 3,031,613
6,930,192 6,930,192
12,554,397 12,652,564

© 2,945,679 473,095

$ 56,363,945

$ 65,418,237

LIABILITIES AND SHAREHOLDERS®’ EQUITY '

$ 4,753,785

$ 5397213

4,156,030 3,717,630
2,369,965 -
30,347, 154,335
152,976 221,726
18,361,113 323,758
29,824,216 9,814,662
228,635 553,486
3060011 . 3,328,139
33,112,862 13,696,287
462,500 462,500
46,008 45,864
85,305,331 84,372,257
(82.678) (63,924)
(61,929,007)  (32,543,676)
(551,071) (551,071)
23,251,083 51,721,950
$ 56,363,945  $ 65,418,237

The accompany notes are an integral part of these consolidated financial statements.




i ZILA, INC. AND SUBSIDIARIES

- 1CONSOLIDATED STATEMENTS OF OPERATIONS
Years Ended-July 31, 2006, 2005 and 2004

-Net o 1111

Cost of products sold (exclusive of deprec1at10n shown -
sepamtely below) . B R REEREELERS

L
Gross proﬁl (exclusive of depreciation shown sepdrately
below) .. ... P s

Operating costs and expenses: e
Marketing and selling . . ............ ...
General and administrative - '
Research ind developmenl
‘Depreciation and amortization. .. ...

Lossfromoperatmns.ff..............'....' ...........

Other i mcomc (expense)
Interest income. . ... 0 ... J L S
Interest expense : ‘
DErivVALIVE BXPERSE .« v v v e e
“Gain on sale leaseback of building
Lossonsaleofassets . ........... ... ...

Other expense

Loss from continuing operations before income taxes :
Income tax expcnse .................................

Discontinued operations:”
“Loss from operations . . .............. S
. Net (loss) gain on disposal
; Income tax expense

Inco:rne (loss) from discontinued operations

Net.income (loss) -
¥ Preferred stock dividends .. ....... .. ... .. ... ...,

Net 'income (loss) attributable to common shareholders . ... ...

Basic net income (loss) per common share:
Loss from continuing operations . . ........ ... .......
“Income (loss) from discontinued operations . . ... .......

Net.income (loss)

1

Weighted average shares outstanding *. . .. .. ............
Diluted net income (loss) per common share:

Loss from continuing operations . . .. ...... ... ...

Income (loss) from discontinued operatiens. . ............

Net'income (loss)

2006 2005 2004 -
$28,188,419 $43.488,867  $36,681,761
11,500,872 l4272895 13,485,155
16,687,547 29215972 23,196,606
17986349 15,718,486 9.416.580
13,493,846 11,039,704 9,951,093
7,775,592 7.181,206 5,932,870
2,726,835 2.413,525 2.168.909
. 41982622 36,352,921 27469452
(25.205.075)  (7,136.949)  (4.272.846)
343,521 187,712 108,525
(2152.221) . (195,080) (342,105)
(136,772) _ _
— — 470.462
(27.387) (6,202) (2.731)
(476,998) (114,005) (134.458)
(2,449 807) (127,575) 99,693
(27,744,882)  (7,264,524)  (4,173,153)
(3.600) (8,300) (2,106)
(27.748.482)  (7,272,824)  (4,175.259)
T (968,987)  (1,330,741) (161,552)
(628.862) 9,781,029 -
— (78,000) -
(1.597,849) 8372288 (161.552)
(29.346,331) 1,099,464  (4.336,811)
39,000 39,000 39,000
$(29,385331) $ 1,060464 $(4,375.811)
$ 061) § (016 $  (0.10)
(0.03) 0.18 —
$ (0.64) § 002 $  (0.10)
45,702,651 45,564,562 45,333,794
$ ©61) $ (016 $ (0.10)
(0.03) 0.18 -
$ 0.64) § 002 $  (0.10)
45702,651 45564562 45,333,794

Weighted average shares outstanding

The accompanying notes are an integral- part;of these.consolidated financial statements.
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ZILA, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)
Years Ended July 31, 2006, 2005 and 2004

)

, _ 2006 2005 2004
- Netincome (0SS) .. ..o i $(29,346,331) $1,099.464  $(4,336,811)
Other comprehensive income (loss): ' . ] :
Foreign currency translation adjustment .......... (18,754) 9,529 2,191
Comprehensive income (loss). . ....... e $(29,365,085) $1,108,993  $(4,334,620)
e ! o Foreign’ Accumulated
v . ¥ ' . . ‘Currency Other
Translation Comprehensive
‘ Adjustments . ’Luss N
Balance at July 31, 2004 . . . .. e e e $(73,453) $(73,453)
Other compPrehensive INCOME .+ .« oo\ v vt ettt e eienn e 9,529 9,520
Balance at July 31, 2005 . . . ... .. e e (63.924) _(63,924)
Other comprehensive loss. .. ........ ... ..o, (18,754) (18,754)
Balance at July 31,2006 . . ... ... . i e e $(82.678) $(82,678)

The accompanying notes are an integral part of these consolidated financial statements.
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ZILA, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF SHAREHOLDERS’ EQUITY
Years Ended July 31, 2006, 2005 and 2004

f . Accumulated
B Common Stock Capltat in

Other Total
_Preferred Stock Par Excess of  Accumulated Treasury Comprehensive Shareholders’
Shares  Amount Shares Value Par Value Deficlt Stock Income (Loss) Equity
BALANCE, JULY 31,2003. ... .. 100,000 $462,500 45439803 $45.440 $83,115533 $(20,228320) $(571373)  §(75644) - § 53,748,127
Warrants issued for services - e ) o ' !

provided .. ............ 28,028 , + 28028
Dividends on preferred stock. . . . \ ' (39,000) o . *.(39,000)
Issuance of common stock under .

employee stock purchase . . ;

plan................. 76,803 77 249,883 249,960
Exercise of common stock options

and WARTANIS . . . . 206,600 206 440,001 440,207
Trylon shares adjustment to ' VoL )

market value. ... ... .., e 135,468 . 135,468
Foreign currency wanslation . . . . 2,191 © 2,91
MNetloss . ....c.o0vivins (4,336,811} ' {4,336,811)

BALANCE. JULY 31,2004. ... .. 100,000 462,500 45,723,296 45,723 33968913 (33.604,140) (571.373) (73,453) 50,228,170
Dividends on preferred stock. . . . ’ (39,0000 ‘ (39,0000
Issuance of common stock under '

employee stock purchase ! . [

plan . oo 66,519 61 223017 . ‘ 223,084
Exercise of common stock options } ’

and warranis . . ... 000 a e .. 74,235 74 127,882 - . *127.956
[$suznce of common stock from . '

eASUIyY . . v vv v vm s 3,445 20,302 23,747
Trylon shares adjustment to . . .

market value . . ... ... .... 49,000 ! s 49,000
o v . L .

Foreign currency translation . . . .. . ' N L9529 9,529
Netineome .. oo vvuen s . N . 1,099 464 B . .1,099,464
BALANCE, JULY 31,2005, ... .. 100,000 462,500 45,864,050 45864 84,372257 (32,543,676) (551,071) .  (63.924) 51,721,950
Dividends on preferred stock. . . . ] o (39,0007 . (39,000)
Issuance of commen stock under ..
employee stock purchase
tplan . L L. : 49,913 50 153.874 . 153,924
Exercise of commeon stock options . R !

and warrants . .. .. ... ... - 93,630 94 171,850 171,944
Stock-based compensation ' ' ’

CXPEMSE . o v 4 v v e s 607,350 - ! ’ ’ 607,350
Foreign currency translation . . . . T (18,754} (18,754)
Netloss ................ (29.346,331) . {29,346,331)

BALANCE, JULY 31,2006, . . ... 100,000 $462,500 46,007,593 $46,008 $85,305,331 §(61,929,007) $(551,071) . $(B2.678) $ 23,251,083

'

The accompanying notes are an integral part of these consolidated financial statements.
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ZILA, INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF CASH FLOWS
Years Ended July 31, 2006, 2005, 2004

2006 2005 2004
OPERATING ACTIVITIES: . ‘ )
Net incomé.(loss) e b e e e e e e e e e e . $(29.346,331)  § 1099464  § (4,336,811
Adjustments to reéoncile net income {loss} to net cash provided by (used in} operating
« activities:
Depreciation and amortization continuing operations . .. .......... ... ..., 2,726,835 2,413,525 2,168,909
Depreciation and amortization discontinued operations . . . .................. 309,376 331,961 502,031
Amortization of finaneing costs . . . ... . L. L L e 487,556 36418 186.086
Amortization of term 1oan disCount . . . . . ... L e e e 393,219 — —_
Non-cash intereston term Ioan . . ... ... ... . .. .uiiiorninrannannnnn 283,981 — —
. Non-cash derivative eXPense . . . .. .. ... ...ttt e 136,722 G —
- Loss (gain) from sale of discontinued operations . e 628,862'.'. (9,781,029) l L -
Loss {gain) on sale of assets . . . . . e 27,387 6,202 (467,731)
Impairment of assets , . ... ... ... ... ... e R R 288,940
Non-cash research and develOpment eXpense . . .. ..o, — "49,000 72,187
Non-cash stock-based employee compensation expense . .. ... .............. 527,700 | 42,860 65,827
Non-cash charge for options issued to outside parties . . .. .................. 102,808 - —
Other non-cash ilems —NEL . .. ... ...\ \eeaannes e e (193,986) (7.912) (26,131
- Change in assets and liabilities: . . . v
Receivables —mnet . .. ... ... . .. e 7,498,718 (3,395,402) (1,272,570}
Inventories . ........ S [ (3.920,543) (200,796) 1,268,369
Prepaid expenses and other assets , ., ...... FE R PPN {297,123) 68,567 ‘1,576,773
Accounts payable and accrued liabilities . ... ........ ... ... .. .. ... ... ... (173,173) 1,949,787, (3,654,487)
Net cash used in operating activities .. . ..... e s I .(20,808,592) (7,387,355) (3,628,608)
INVESTING ACTIVITIES: ‘ )
Additions to property and équipmem e (1,017,726)  (1.871,230) (1,276,811)
Additions to intangible assels . . .. ... .. ... e (1,115,497) (553,122) " (723,96T)
Restricted cash deposited to collateralize letter of credit, . . . . . et (3.083,167) (10,430) (517,353)
Net proceeds from sale of assets . . .. ........-.. e 8,289 500 1,721,876
Acquisition of operations. . . .. ........ ... ..., . e e [ (723,826) - -
Net proceeds from disposition of discontinued operations. . . . ................. 641,750 11,022,608 —
Proceeds from sale of short-term investments. . . .......................... — 8,000,000 3,950,000
Purchases of short-term investments. . . ............. R — — (11,950,000)
_ Net'cash provided by (used in) investing activities . . . . . . e (5,290,177) 16,588,326 (8,796,255)
FINANCING ACTIVITIES: .
Short-term borrowings {repayments), nel. . . ... . ..o e e (123,988) 154,335 (154,793)
Proceeds frfom secured term 10an. . . ... .. ... .. e 20,000,000 —_ —
FInancing Costs . . ... .. .o o e (2,285,237) - (91531)
Principal payments on long-termdebt . . ... ... ... ... Lol (735,043) (347,034) (442,639}
Proceeds from issuance of commonstock . .., ... ... L i 302,710 317,580 652,757
Dividends paid to preferred stockholders. . . . . ... ... ... .. o L (39,000) (68,250} (19,500)
Net cash provided by financing activities . .. ......... . ... ............ 17,119,442 56,631 (55,706)
NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS ... ........ (8,579,327) 9,257,602 (12,480,569)
CASH AND CASH EQUIVALENTS, BEGINNINGOF YEAR . . .. .............. 12,937,517 3,679.915 16,160,484
CASH AND CASH EQUIVALENTS,ENDOF YEAR . . . .. .. ... ... ... ... .. L% 3.958,190 $12937517 $ 3,679915

The-accompanying notes are'an integral part of these consolidated financial statements.
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ZILA, INC, AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS .
Years Ended July 31, 2006, 2005 and 2004

+ - s ta

1. Nature of Business Activities and.Summary of Significant Accounting Policies - . J

Nature of Business Activities

Zila, Inc. and subsidiaries (“Zila”),.a Delaware corporation, is an innovator in preventive healthcare-tech-
nologies and products, focusing on enhanced body defense and the detection of pre-disease states.. .., ,

As of the fiscal year ended July 31, 2006, our business was organized into the following Business Units:
Nutraceuticals, Pharmaceuticals and Biotechnology. The Nutraceuticals Business Unit included Zila Nutraceuticals,
Inc., a manufacturer and marketer of Advanced Protection Ester-C® and Ester-E®, proprietary, branded, highly
effective forms of vitamin C and vitamin E. The Zila Pharmaceuticals Business Unit included Zild Pharmaceuticals,
Inc. and the ViziLite® chemiluminescent disposable light product for illumination of oral mucosal abnormalities,
Peridex® prescription periodontal rinse, the plastic molded products of Zila Swab Technologies, Inc., dba Innovative®
Swab Technologies (“IST”} which was sold on July 21, 2006, and the Zilactin® family of products which was sold on
June 27, 2005, as more fully described in Note 2. The Zila Biotechnology Business Unit included Zila Biotechnology
Inc., Zila Technical, Inc., and Zila Limited, and is the research, dcvelopmem and llcensmg business specializing in
. pre-cancer/cancer detection through its patented Zila® Tolonium Chlonde and OraTest® tachnolognes and now
manages the OraTest® product, an oral cancer diagnostic system. . . - "

o
On January 1, 2005, Oxycal Laboratories, Inc. (“Oxycal”) was renamed Zila Nutraceuticals, Inc. after the
merger with its wholly-owned subsidiary, Zila Nutraceuticals, Inc.

The accompanying consolidated financial statements have been preparéd in accordance with accounting
principles generally accepted in the United States of America (“generally accepted accounting principles™).
Summary of Significant Accounting Policies 1
Principles of Consolidation — The consolidated financial statements include the accounts of Zila, Inc. and its
wholly-owned subsidiaries, Zila Nutraceuticals, Inc., Zila Pharmaceuncals, Inc., Zila Biotechnology, Inc., Zila Lim-

ited., Zila Technical, Inc., and Zila Swab Technolog:es Inc. All significant i intercompany balances and transactions
are eliminated in consolidation.

Use of Estimates and Risks and Uncertainties — The preparation of financial statements in conformity with
generally accepted accounting principles necessarily requires management to make estimates and assumptions that
affect the amounts reported in the consolidated financial statements and accompanymg notes. Actual results couid
differ from those estimates based upon future events, which could include, among other risks, ¢changes in the
regulations governing the fnanner in which we ' sell-our products, changes in the health care environnient, and
reliance on contract manufacturing’ services. Significant use of estimates include: (i) useful lives of intangibies;
(ii) impairment analyses; (iii) depreciable lives of assets; (iv) income tax valuation allowances; (v) contingency and
litigation reserves; (vi) inventory valuation;’ and (vu) allowances for accounts recewdble cash dlscounts sales
mcenuvcs and sales returns. ' :

L . - N e
+ . M - '

In our Blotechnology Business Unit, the cash flows used to measure long-lived assets related to the OraTesto
product are dependent upon obtaining FDA approval and gcneranng sufficient revenues from sales of the OraTest®
product. The rigorous clinical testing dnd an extensive regulatory approval process mandated by the ‘FDA and
equivalent forelgn authorities before any new drug can be markéted can'take a number of years and require the
expenditure of substantial resources. However, obtaining such approvals and ¢ompleting such lestmg is a costly and
time-consuming process, and approval may not be ultimately obtained. The length of the FDA review period varies
considerably, as does the amount of clinical data required to demonstrate the safety and efficacy of a specific
product. Net long-lived assets related to the OraTest® product as of July 31, 2006 of $5.7 million have been
capitalized. : ) o emger .

PR
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ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continues)

Reclassifications — For comparative purposes, prior year amounts related to discontinued operations and
certain immaterial amounts were reclassified to conform to current year-presentation,

Business Concentration — We extend credit on a non-collateralized basis primarily to manufacturing com-
panies and wholesale distributors in the United States, Canada and 23 other foreign countries. We perform periodic
credit evaluations of our customer’s financial condition in our decision to provide credit terms. We estimate the level
of accounts receivable which will ultimately not be paid. Hlstoncally, we have not experienced significant credit
losses.

-+ For each of the last three fiscal years, there have been sales to significant customers.in the Nutraceuticals
Business Unit. Sales to these major customers, which comprised 10% or more of net revenues for the ﬁscal years
2006, 2005 and- 2004, respectively, were as follows : : ;

" Fiscal Years Ended

. : July 31, -

(1T 01013 o . WA 15% 41% 34%

CustomerB.._.....'........; ..... e e 1% 12% 13%

The following customers accounted for 10% or more of our net accounts receivable as of July 31, 2006 and
2005: .

Nutraceuticals Busmess Umt

Customer A ' , l o *%  25%

Customer B ‘ ' ' * 18

CustomerC ............. e e e 15 *

Customer D ............0 i iinininnnnn. e R 11 *

Pharmaceuticals Business Unit:  * : R ' A '

Customer E ......... [, .. R S 15 11

* Less than 10%

‘ QOur cash and cash equivalents are maintained with financial institutions with high credit standings. However,
our balances at these financial institutions exceed federally insured limits.

] . [}

Raw malenals essential to our business are generally read1ly ava1lable However, certam raw matenals and
components used in the manufacture of pharmaceutical products are available from limited sources, and in some
cases, a single source. Any curtailment in the availability of such raw materials could be accompamed by
production delays, and in the case of products for which only one raw material supplier cxrsts could result in a
material loss of sales..In addition, because raw material sources for phan‘naccutmal products must generally be
approved by regulatory authorities, changes in raw material supp]rers could result in production delays, higher raw
material costs and loss of sales and customers. Production delays may also be caused by the lack of secondary
suppliers.” . v v . r
l

Revenue Recognition — Revenue from sales of products is recognized when earned; that is, when the risks and
rewards of ownershlp have transferred to the cuslomer which is considered to have occurred when delivery to the
desrgnated location or carrier has occurred. Cash discounts, sales incentives, and returns are estimated and
recognized at the time ‘of sale based upon historical activity and current customer commitments.

On occasion, we enter into arrangements to license our technology on specifically approved products. For
those arrangements where we have continuing involvement with the licensee, nonrefundable, upfront license fees
are recognized systematically as they are earned over the life of the agreement. Fees associated with substantive, at
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ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continues)

risk, performance milestones are recognized as revenue as the milestones are achieved, as defined in the respective
agreements. For perpetual licenses .or manufacturing rights agreements, where (i) we have no further continuing
involvement with the licensee; (ii) the fees are nonrefundable; and (iii) the fees are not a prepayment of future
royaities, the fees are recognized as revenue at the time the arrangement becomes effective.

nCash and Cash Eqmvalems — Cash equivalents include highly liquid investments purchased with remaining

matunnes of three months or less. As more fully described in Note 6, under our borrowing arrangements we are
required to maintain cash and cash equivalents, and restricted cash at defined levels. |

. Restricted Cash — Under the terms of our Replacement Letter of Credit agreement as more fully described in
Note 6, we are required to maintain an interest bearing cash collateral account representing the difference between
the replacement letter of credit amount and the maximum commitment amount, as defined. These. funds are
maintained in highly liquid investments with remaining maturities of three months or less.

Altowances for Doubtful Accounrs and Sales Returns — We provide for an allowance for doubtful accounts
based on historical experience and a review of our accounts receivable. Receivables are presented net of allowances
for doubtful accounts and for sales returns of $70,000 at July 31, 2006 and $150,000 at July 31, 2005. We evaluate
these estimates on a monthly basis and revise them as necessary.

“Inventories — Inventories consist of finished goods, work in process and raw materials and are stated at the
lower of cost (first-in, first-out method) or market. We establish reserves for inventory to reflect situations in which
the cost of the inventory is not expeéted to be recovered. In evaluating whether inventory is stated at the lower of
cost or market, we consider such factors as the amount of inventory on hand, estimated time required to sell such
inveiitory, remaining shelf life and current and expected market conditions. We records provisions for inventory
obsolescence as part of cost of sales. Inventories are presented net of ailowances relating to the above provisions.

Property and Equipment — Property and equipment are stated at cost and are depreciated using the straight-
line method over their respective estimated useful lives, ranging from 3 to 40 years. Leasehold improvements and
capital leased assets are depreciated over the lease term or the estimated useful life, whichever is shorter. -

i
t

Listed below are the ranges of useful lives by property and equipment category: . ,.

‘Building. . ................ F O 40 years

_ Building improvemeﬁts ................. PP " 15 years
Leasehold improvements, . . . . . e e ie e e .. 5-7 years
Furniture and equipfnent .................................. e 3-10 years. | .
‘Production, laboratory and warehouse equipment. ......... T 7-10 years ‘

Long-Lived Assets — We review the carrying value of long-lived assets to be held and used and iong-lived
assets to -be disposed of, including intangibles with estimated wseful lives, under the provisions of Statement of
Financial Accounting Standards (“SFAS™) No. 144, “Accounting for the Impairment or Disposal of Long-Lived
Assets” (“SFAS No. 144”) and its related interpretations, whenever events or changes in circumstances indicate that
the carrying amount of an asset may not be recoverable: An evaltuation of recoverability is performed using such
mformatlon as the estimated future undiscounted cash flows associatéd with the asset compared to the asset’s
carrying value, the work of specialists, and other available information-to determine if impairment exists. An
impairment loss is measured as the difference between the carrying amount and the fair value of the impaired asset
and is recognized as a charge against current operations. If impairment exists, the remaining amortization period for
the lmpaxred asset would be reassessed and rev1sed if necessary. '

In fiscal year 2004, an asset impairment charge of approximately $289,000 was recorded related to the write
down of fixtures, equipment, patents and trademarks of IST. The expected future cash flows for these assets were
used to determine the amount of impairment. The charge is included in discontinued operations under “Loss from,
operations”.
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ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continues)

Goodwill and Other Intangible Assets — As more fully described in Note 'S, our intangibte assets consist

primanly of goodwill, purchased technology rights, patents, and trademarks and are accounted for under the
requirements of SFAS No. 142, “Goodwill and Other Intangible Assets ( “SFAS No. 1427.)

Goodwill is the excess of the acquisition cost of businesses over the fair value of the identifiable net assets
acquired. Goodwill is an indefinite lived asset and is not amortized.- Rather, it is assessed at least-annually for
impairment using a fair value approach. Purchased technology rights, patents, trademarks and other intangible
assets are amortized on a straight-line basis over their estimated useful lives which range from 4 to 30 years.

We review the carrying amounts of intangibie assets whenever events or changés in cifcumstances indicate that

the carrying amount of an asset may not be recoverable. Such events or circumstances might include a significant
decline in market share, a significant decline in profits, rapid changes in technology, significant litigation or other
iterns. In evaluating the recoverability of other intangible assets; our policy is to compare the carrying amounts of
such assets with the estimated undiscounted future operating cash flows. In the event impairment exists, an
impairment chargc would be determined by comparing the carrying amounts of the asset to the applicable estimated
future cash flows, discounted at a risk-adjusted rate. In addition, the remaining amortization period for the 1mpa1rcd
asset would be reassessed and revised if necessary.

Annually we test goodwill for impairment as of May 1, the first day of our fourth fiscal quarter. During the
quarter ended April 30, 2005, we changed the date of our annual goodwill impairment test from Apnl 30, the last
day of our third fiscal quarter. We selected this date to perform our annual goodwill impairment test because we
believe that such date better aligns with our annual planning and budgeting process, providing efﬁc1enc1es and
savings in professional fees. We believe that the change will not delay, accelerate or avoid an impairment charge.
Accordingly, we believe that the accounting change described above is to an altemalwe date which is preferable. We
completed our fiscal 2006 assessment in our fourth quarter and determined that there was no impairment.

Share-Based Payments — We account for share-based compensation plans using the fair value method
established by SFAS No. 123 (revised 2004), “Share-Based Payment” (“SFAS No. 123R”), which we adopted
effective August 1, 2005, as more fully described in Note 7. We apply the Black-Scholes option-pricing model in
order to determine the fair value of stock options on the date of grant, and wé apply judgment in estimating key
assumptions that are important elements in the model such as the expected stock-price volatility, expected stock
option life and expected forfeiture rates. Our estimates of these important assumptions are based on historical data
and judgment regarding market trends and factors. If actual results are not consistent with our assumptions and
judgments used in estimating these factors, we may be required to record additional stock-based compensation
expense or income tax expense, which could be material to our results of operations. The costs related to share-
based payment arrangements are recorded in the same financial statement caption as<the employee’s cash
compensation.

Deferred Financing Costs — Deferred financing costs are amortized over the life of the related debt on a
straight-line basis, which approximates the eftective interest method. If debt is retired early,- the unamortized
deferred financing costs are written-off in the period the debt is retired to other income {expense). As of July 31,
2006 and 2003, deferred ﬁnancing costs-net were $2.1 million and $307,000, respectively e

Derwauve Warrant Liability, Debt Discount Amortization and Fair Value Detennmanon — As described
more fully in Notes 6 and 7, in March 2006, we entered into a debt dgreement that required jssuance ofa warrant to
purchase 1.2 million shares of our common stock. As required under the debt agreement, we: regbtered the common
shares underlymg the warrant with the Securities and Exchange Commission and must maintain such registration
over the term of the warrant. The warrant is a freestanding derivative instrument, and we account for this
arrangement in accordance with Statement of Financial Accounting Standards No. 133, “Accounting for Derivative
Instruments and Hedging Activities”, (“SFAS No. 133"} and Emerging Issues Task Force Issue’ No. 00-19,
“Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled in, a Company’s Own Stock”,
(“EITF 00-19"), as well as related interpretations of these standards. Accordingly, the obligation created by our
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ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continues)

agreement to register and maintain registration of the underlying common shares was recorded as a warrant liability
measured at fair value, We determined the fair value of the warrant based on available market data using a Black-
Scholes valuation model. The fair value of the warrant was recorded as debt discount amortizable as interest
expense over the life of the debt using the effective interest method. Any gains or losses resulting from the changes

in fair value of the warrant liability from period to period are included as non-cash credits or charges to eamings.

v Research and Development — The costs associated with research and development programs for new products
and significant product improvements are expensed as incurred. Research and development costs totaled $7.8 mil-
lion; $7.2 million, and $5.9 million in fiscal 2006, 2005 and 2004, respectively.

Advertising — We advertise primarily through television, radio and print media. Qur policy is to expense
advertising costs, including production costs, as incurred. Advertising expense was $9.7 million for fiscal 2006,
$10.0 million for fiscal 2005, and $6.4 million for fiscal 2004. These costs are included in marketing and selling

) expenses :

Shipping Costs — Costs of shipping products to customers are included in cost of products sold,
Net Income (Loss) Per Common Share — Basic net income (loss) per common share is computed by dividing
net-income (loss) available to common shareholders by the weighted average number of common shares
_ outstanding during the year before giving effect to stock options and warrants considered to be dilutive common
- stock equivalents. Diluted net income (loss) per common share is computed by dividing net income (loss) available

to common shareholders by the weighted average number of common and potentially dilutive shares outstanding
during the year after giving effect to convertible preferred stock, stock options and warrants. For the fiscal years
ended July 31, 2006, 2005 and 2004, the effect of 440,000, 482,000 and 874,000 shares, re'spectively, of convertible
preferred stock, options and warrants were excluded because their inciusion would have had an anti-dilutive effect
on earnings per share,

+ Comprehensive Income (Loss) — Net income (loss) and other gains and losses affecting shareholders’ equity
that, under generally .accepted accounting principles are excluded from net income (loss), are included in
Comprehensive Income. Such items consist primarily of foreign currency translation gains and losses.

t
'

Financial Instruments — The carrying amounts and esumated fair valuee of our financial instruments are as
foltows:
] N L H
F The carrying values of cash and cash equivalents, restricted cash, receivables, accounts payable and
~accrued expenses approximate fair values due to the short-term maturities of these instruments.
1 . .
The carrying amount of long-term debt and short-term borrowings are estimated to approximate fair value
as the actual interest rate is consistent with the rate estimated to be currently available for debt of similar term
» and remaining maturity. o .
Fmancxa] 1nstruments Wthh potentially subject us to credit risk, consist principally of trade recelvables
In the normal course of business, we provide credit primarily to pharmaceuncal wholesalers and nutraceutical
manufacturers. Ongoing credlt evaluations are pcrformed of cistomers to determine an appropriate allowance
s for credit losses

. . »
- -

. Estimates of fair value are subjective in nature and involve uncertainties and significant matters of
.- . judgment and do not include tax considerations.. Therefore, results cannot be determined with precision and
»cannot be substantiated by comparison to independent market values and may not be realized in actual sale or
* settlement of the instruments. There may be inherent weaknesses in any calculation technique, and changes in
u the underlying assumptions, could significantly affect the results. : 1
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Recently Issued Accounting Pronouncements

In September 2006, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 108
(Topic IN). “Quantifving Misstatements in Current Year Financial Statemenis,” (“SAB No. 108). SAB No. 108
addresses how the effect of prior-year uncorrected misstatements should be considered-when quantifying mis-
statements in curreni-year financial statements. SAB No. 108 requires SEC registrants (i) to quantify misstatements
using a combined approach which considers both the balance-sheet and income-statement approaches, (ii) to
evaluate whether either approach results in quantifying an error that is material in light of relevant quantitative and
qualitative factors, and (iii) to adjust their financial statements if the new combined approach resuls in-a conclusion
is that an error is material. SAB No. 108 addresses the mechanics of correcting misstatements that include effects
from prior years. It indicates that the current-year correction of a material error that includes prior-year effects may
result in the need to correct prior-year financial-statements even if the misstatement in the prior vear or-years is
considered immaterial. Any prior-year financial statements found to be materially misstated in originating in years
subsequent to the issuance of SAB No. 108, prior year financial statements requiring restatement would be restated
in accordance with SFAS No. 154, “Accounting Changes and Error Corrections.” Because the combined approach
tepresents a change in practice, the SEC staff will nol require registrants that followed an acceptable approach in the
past to restate prior years' historical financials statements. Rather, these registrants can report the cumulative effect
of adopting the new approach as an'adjustment to the current year’s beginning balance of retained carnings. 1f the
new approach is adopted in a quarter other than the first quarter, financial staternents for prior interim periods within
the year of adoption may need to be restated. SAB No. 108 is effective for fiscal years ending after November 135,
2006, which for us would be our fiscal year beginning August 1, 2007. We are currently evaluating the impact of
SAB No: 108. - : ‘

In September 2006, the Financial Accounting Standards Board (“FASB”) issued SFAS No. 157, “Fair Value
Measures” (“SFAS No. 157"). SFAS No. 157 defines fair value, establishes a framework for measuring fair value in
generally accepted accounting principles (GAAP), expands disclosures about fair value measurements, and applies
under other accounting pronouncements that require or permit fair value measurements. SFAS No. 157 does not
require any new fair value measurements. However, the FASB anticipates that for some entities, the application of
SFAS No. 157 will change current practice. SFAS No. 157 is effective for financial statements issued for fiscal years
beginning after November 15, 2007, which for us would be our fiscal year beginning August 1, 2008. We are
currently evaluating the impact of SFAS No. 157.

In July 2006, the FASB issued FASB Interpretation (FIN) No. 48, Accounting for Uncertainty in Income
Taxes — An Interpretation of FASB Statement No. 109 (“FIN 48”). FIN 48 prescribes detailed guidance for the
financial statement recognition, measurement and disclosure of uncertain tax positions recognized in an enterprise’s
financial statements in accordance with SFAS No. 109, “Accounting for Income Taxes:” Tax positions must meet a
more-likely-than-not recognition threshold at the effective date to be recognized upon the adoption of FIN 48 and in
subsequent periods. FIN 48 will be effective for fiscal years beginning after December 15, 2006 and the provisions
of FIN 48 will be applied to'all tax positions upon initial adoption of the Interpretation. The cumulative effect of
applying the provisions of this Interpretation will be reported as an adjustment to the opening balance of retained
earnings for that fiscal year. We are currently evaluating the impact of FIN 48 on our financial statements but do not
believe that its adoption will have a material effect on our financial position or results of operations.

in February 2006, the FASB-issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments —
An Amendment of FASB Statements No. 133 and 140 (“SFAS No. 155").” This standard amends the guidance in
SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities, and SFAS No. 140, Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities. Specifically, SFAS No. 155 amends
SFAS No. 133 to permit fair value re-measurement for any hybrid financial instrument with an embedded derivative
that otherwise would require bifurcation, provided the whole instrument is accounted for on a fair value basis.
Additionally, SFAS No. 155 amends SFAS No. 140 to allow a qualifying special purpose entity to hoid a derivative
financial instrument that pertains to a beneficial interest other than another derivative financial instrument.
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SFAS No. 155 applies to all financial instruments acquired or issued after the beginning of an entity’s first fiscal
year that begins after September |5, 2006, with early application allowed. The adoption | of SFAS No. 155 is not
expected to have a material impact to our results of operations or financial position. '

2. Dispositions .
AP “ l' toy ,‘} . 1
As_part of our strategy to focus our business operations on the development and commerc:tahzatton of our
products with the highest growth potential, during the past three fiscal years, we divested two components of the
Pharmaceutlcals Business Unit and completed a sale and ledseback of our corporate heddquarters

Pharmaceuuaal s Business Unit D:spos:tzons — On July 21, 2006, our subsidiary Zila Swab chhnologles Inc.
sold substantially all of the assets and ‘certain defined liabilities of its IST swab operattons to Great Midwest
Packaging, an Illinois limited liability corporation for approximately $642, 000 ln cash and retained llabllmes of
$95,000. The sale resulted in a pre- tax loss of $629,000. e r o

* OnJune 27, 2003, our subsidiary, Zila Pharmaceuticals, Inc., sold substantiatly all of the assets ‘of'its Zilactin®
brand over-the-counter lip and oral care products to Blairex Laboratories, Inc.,’an Indiana corporation: We received
approximately $11.0 million in cash and we retained trade accounts receivable of $895,000 and accouits payable
and. uccrued Jiabilities of $1.0 million. The sale resulted in a pre-tax gain of $9.8 million..- *+ . . 14, i

The sales of the IST and leat:tm® product lmes meel the deﬁmtlon of a Component of an entlty and have
been accounted for as a discontinued operation under SFAS No. 144. The results of operations for IST and leactln‘!J
have been classified as discontinued operations in all periods presented.

The results of the discontinued operations which were formerly reported in the Pharmaceuticals Buginess Umt
are as follows (in thousands): ' . . - P

Fiscal Years Ended July 31,

_ , o 2006 2005 2004
Net revonues from discontinued operations R -. L $2,282 $7234 §$11,829
Loss on discontinued operations, netof tax. .. ........ ... .. ... $ (969)  S$(1;331). $.:(161) ~

Corporare Headquarters Sale of Asse:c— On January 30, 2004, we complctcd the salc and a five- vear
leaseback of our corporate headquarters for approximately $1.7 million in net cash proceeds. We reallzcd a pre- tax
gain of $1.2 million, of which we recognized approximately $470,000 in the quarter ended January 31, 2004 The
$470,000 gain represents the excess of the net proceeds over the net present value of the future lease payrents. The
balance of the gain of $765,000 was deferred and will be amortized on a straight-line basis over the five-year lease
term as a reduction of rent expense in general and administrative expenses. The leaseback is.accounted for as an
operating lease. )

3. Inventories

Inventories consist of the fo]lowing at July 31 (in‘thousands):

“ 2606 * 2" dois "
Finished goods . . .. .. .. S . L L $4,380 éf 732" '
CWOTK B0 PIOCESS &+« v e e v e e e et et e e 439 % - 579
Raw materials ... .. N PR ceeees 4937 4 ,853
Inventory reserves. ... ......... L e PR S . (57) ' (140)
Total.inv_entotiesb. e T $9,699‘ $6024




sl S - e s+

4. Property and Equipment

Property and equipment consists of the following at July 31 (in thousands):

ZILA, INC. AND SUBSIDIARIES
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2006 2005
5 T $ 403 5 403
Building and improvements. . . .. .. .. .. ... L L 5,719 5,135
Furniture and equipment . . . ............... S 2,679 2,856
Leasehold improvements and other assets . .......................01... 915 707
Production and ‘warehouse equipment . R 6,063 7,821
" Total property and equipment % ETRE I XS e I Ui UONS79T 6922
Léss accﬁiﬁulaiéd“_('ie;_)'reciatibn and amortization . ..........c.v.... FR (7.368)  (7.230)
Property and equipment — Det . .. ... ... e e e $ 8411 § 9692

Depreciation expense related to property and equipment for 2006, 2005 and 2004 for continuing operations
was $1,305,000, $1,045,000, and $891,000, respectively. Depreciation expense related to property and equipment
for 2006, 2005 and 2004 for discontinued operations was $262,000, $271,000, and $314,000, respectively. At
July 31, 2006, assets of $296,000 were required to be capitalized in accordance with SFAS No. 13 “Accounting for
Leases.” These capital leased assets are included in “furniture and equipment” and “production and warehouse
equipment,” net of accumulated amortization of $124,000. Amortization expense related to these capital leased
assets was $51,000. ‘ ) '

5. Intangible Assets

Intangible assets consist of the following at July 31 (in thousands):
2006 2005
Gross Net Gross Net
Carrying Accumulated Carrying Carrying Accumulated Carrying
Amount Amortization Amount Amount Amortization Amount
Amortizable intangibies: . . .
Purchased technology rights .. .... $ 7419 $ 4,866 $2553 % 7?419 $ 4,387 $ 3,032
.Trademarks and other intangible :
assets: . )
Trademarks . . ......... P 11,766 4,068 7,698 11,657 3,602 8,055
Patents ... ........covinenn.. 3,668 499 3,169 3,168 624 2,544
Licensing costs . . ............ 3,162 1475 1,687 3,162 i,108 2,054
|
Total trademarks and other :
intangible assets. ......... 18,596 6,042 12,554 17,987 5,334 12,653 :
Total amortizable intangible '
ASSELS . . ... 26,015 10,908 15,107 25,406 9,721 15,685
Unamortizable intangible asset:
Goodwill .................... 12,401 5,471 6,930 12,401 5,471 6,930
" Total intangible assets ... .. $38,416 $16,379 $22,037  $37,807 $15,192 $22,615

There was no change in the carrying amount of goodwill for the year ended July 31, 2006.

Amortization of intangible assets during fiscal 2006, 2005 and 2004 for continuing operations was $1,422,000,

$1,369,000, and $1,278,000, and $47,000, $61,000, and $188,000 for discontinued operations, respectively. For

F-16



ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continues)

fiscal years 2007 through 2011, the amortization of intangibles is estimated to be -approximately $1,400,000 each
year. ' : - . - . .

6. ‘Debt L _
Debt consisted of the following at July 31 (in thousands):
o . - T e ' 2006 2005 ¢
Short term borrowings: oo o o
Installment note payable on insurance policies . ............. .. ... ..... 3 30 % 154
_Current portion of Iong—term debt: o _
" Secured term loan, net of dlscount. e D L. 818,044 $ —
. IDA bond payable, Series A, cu;’rent portion ........... e . 245 245
Capital lease obligations, current portion .. ........... ... ... ... .. . 72 . 50
Note payable forequipment. ......................... el DT — 29
Total current portlon of long-termdebt. ................ Ce..oe... 318361 § 324
Long -term debt! . - “ " 1 ' C ' . '
Secured term loan ......... e - ............ L $19884 . § —
Lcss—unamomred dlscount ontermloan................. ceen. s (1,840 —_
IDA bond payable, Scnes A nuo. e e s o 2721 2,967
PharmaBio ..:....0 ... .. A e Lo 500 500
Capital lease ob]igntions e B L NN 156 156 '
Notes payable fpr.'claq‘uipment R e . — 29
Total long-term debt .. ... .. ... . e 21,421 3,652
- Lesscurrent portion. J. ... . e e 18,361 - 324
Long-term portion . . . .. U . $°3,060 $3,328

Short-term Borrowmg ~— On July 31, 2006 and 2005, we had short-term borrowings for 1nstallments due on
certain insurance policies with interest rates from 6.0% to 7.6%.

Secured Term Loan — On March 24, 2006, we, certam of our domestic subsidiaries and Black Diamond
Commercial Finance, L.L.C. (“BDCF”) as the initial lender and administrative agent, entered into a $40 million
credit facility (the “Credit Facility”) consisting of a $20 million term loan credit facility, available immediately, (the
“Term Loan Facility”) and a $20 million incremental term loan facility (the “Tack-On Famllty”) available upon the
occurrence of certain events.

~ Balances under the Term Loan Facnluy accrued interest at a rate per annum of 14, 0()% of which 10% per
annum is payab]c monthly in arrears and the remainder was added to the principal balance outstanding under the
Term Loan Facility. The Credit Facmty was set to mature on March 24, 2008. The Credit Facility contained
affirmative and negative covenants, and events of default, mcludmg, but not limited to, certain restrictions related to
the use of proceeds, payment of dw;dends the redemptlon of preferred stock, capital expenditures, and the entering
into.of guarantees, acqulsmons mergers or consolldauons maintaining certain financial covenants relating to
earnings and cash levels, restrictions on 1ncumng or canceling indebtedness, restrictions on incurring llens
restrictions on disposing of assets, making investments, making payments on debt instruments, entering into
affiliate transactions, entering into sale/leaseback transactions, and amending existing contracts, The Credit Facility
is secured (i) with certain exceptions, by a first priority interest in substantially all of our assets, and (ii) the pledge
and physical possession of the capital stock of certain of our domestic subsidiaries. The Credit Facility contained
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minor prepayment penalties associated with repaying or refinancing the outstanding balances within six months of
March 24, 2006. At July 31, 2006, $19.9 million was outstanding under the agreement.

In connection with obtaining the Credit Facility, we paid $2.3 million in financing costs which are amortized to

interest expense over the two year term of the loan using the effective interest method. Interest expense related to
these costs was $400,000 for the fiscal year ended July 31, 2006.

On March 24, 2006, in connection with entering into the Credit Facility, we terminated and repaid $3.5 million
outstanding under our Credit and Security Agreement (the “Wells Fargo Facility”) dated as of February 6, 2004
between Zila, Inc. and certain of its subsidiaries and Wells Fargo Busmess Credit, Inc and paid termination fees of
$205,000 which were recorded in Other Expense.

In connection with entering into the Credit Facility and terminating the Wells Fairgo Facility, the Company
terminated a guarantee and deed of trust associated with the replacement letter of credit for the benefit of the holders
of Industrial Development Revenue Bonds, the proceeds of which were used for the construction of the Prescott
Facility. In place of the guarantees and deed of trust, the Company increased the balance of the related interest

bearing collateral account to approximately $3.6 million. .

As consideration for entering into the Credit Facility and as described in Note 7, we issued a warrant to BDCF
to purchase 1.2 million shares of our common stock. BDCF subsequently transferred such warrant to an affiliate,
namely BDC Finance, L.L.C. (“BDC"). The warrant initially had an exercise price of $3.79 per share and expires
March 24, 2011. As consideration and inducement to enter into the First and Fifth - Amendments to Credit
Agreement, described below, the exercise price of the warrant was reduced to $3.14 and $2.22 per share,
respectively. We recorded debt discount of $2.2 million based on the portion of the proceeds allocated to the
fair value of the warrant as of March 24, 2006. We also entered into a registration rights agreement to register the
shares issuable upon the exercise of such warrant. Such registration rights agreement provides for the payment of
specified liquidated damages in the event that the Securities and Exchange Commission has not declared the
applicable registration statement effective by specified deadlines and in the event we failed to subsequently
maintain an effective registration statement. The registration rights agreement also provides indemnification and
contribution remedies to BDC in connection with the resale of shares pursuant to such registration statement. The
registration statement was declared effective by the SEC on June 26, 2006.

On June 6, 2006 we entered into the First Amendment to the Credit Facility. The amendment waived the
requirement to comply with certain financial covenants for specified periods, required the re-pricing of the warrant
that was issued in connection with the Credit Facility, amended the restricted payment provisions to allow for the
payment for the dividends under our Series B convertible preferred stock, amended the timing for placement of a
mortgage or deed of trust on the Prescott Facility, and required the payment of $200,000 in fees. The re-pricing of
the warrant from $3.79 to $3.14 per share had the effect of increasing ‘the value of the warrant by approximately
$171,000.°

On August 1, 2006, Zila, Inc. received a notice of default and reservation of rights letter from BDCEF, in
connection , with non-compliance with certain minimum EBITDA financial covenants with respect to the
Nutraceuticals Business Unit contained in the Credit Agreement. On August 4, 2006, the Borrowers entered into
a Second Amendment. to Credit Agreement and Waiver. This amendment, among other things,: (i) waived the
requirement to comply with certain minimum EBITDA financial covenants with respect to the Nutraceuticals
Business Unit for the month of June 2006, (i) included ac_iditioﬁal financial reporting requirements related to
minimum unrestrictéd cash, cash flow forecasts and related certifications, (iii) amended the timing for placement of
a mortgage or deed of trust on the Prescott Facility, and (iv) required the payment of a $150,000 amiendment fee.
This amendment waived any existing defaults related to this minimum EBITDA financial covenant and a few other
minor defaults related to the Credit Agreement.

.

' On August 18, 2006, the Borrowers entered into a Third Amendment to Credit Agreement and Waiver (the
“Third Amendment”). Among other things, the Third Amendment: (i) reduced the minimum vnrestricted balance of
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cash and Cash Equivalents (as defined in-the Credit Agreement) required to be held by Borrowers at the end of each
week; (ii) allowed for prepayment of indebtedness if such prepayment is in conjunction with the Stock Purchase
Agréement by and between NBTY, Inc. and the Company dated as of August 13,2006 (the “Stock Purchase
Agreement”); (iii) added as an Event of Default (as defined in the Credit Agreement) termination of the Stock
Purchase Agreement on or before October 31, 2006; (iv).waived the requirement to comply with the minimum
unrestricted cash covenant for the week ended August 11, 2006; and (v) required the payment of a $50,000
amefldment'fég; : ' o ' '

On August 31, 2006 the Borrowers entered into a Fourth Amendment to Credit Agreement and Waiver (the
“Fourth Amendment”). Among other things; the Fourth Amendment: (i) modified the date on which the Borrowers

must furnish to BDCF certain of their unaudited consolidated.finangial information; «(ii) reduced the minimum.-

unrestricted balance of cash.and cash equivalents (as defined 'in the Cféd?r:&greeincnt) required to be held by

Borrowers at the end of each week; and (iii) waived the requirement to comply with the minimum LTM EBITDA (as

defined in the Credit Agreement) with respect to the Borrowers and the Nutraceuticals Business for the fiscal month

ended July 31, 2006, and (iv) required the payment of a $100,000 amendment fee. '
3 \ .

On Scptcmbér 25, 2006 the Borrowers entered into a Fifth Amendment to Credit Agreement and Waiver (the
“Fifth Amendment”). Among other things, the Fifth Amendment: (i) modified the date on which the Borrowers
must furnish to BDCF certain. of their unaudited consolidated financial information; (ii) increased the minimum
unrestricted balance of cash and cash equivalents (as defined in the Credit Agreement) required to be held by
Borrowers at the end of each week; and (iii) waived the requirement to comply with the minimum LTM EBITDA (as
defined in the Credit Agreement) with respect to the Borrowers and the Nutraceuticals Business for the fiscal month
ended August 31, 2006, (iv) required the re-pricing of the warrant that was issued in connection with the Credit
Facility to a price of $2.22 per share, and (v) required the payment of a $50,000 amendment fee. The re-pricing of
the warrant from $3.14 to $2.22 per share had the effect of increasing the value of the warrant by approximately
$220,000. .

~ On October 2, 2006, debt outstanding under the Credit Facility in the amount of approximately $20.0 million

-+ pluis accrued interest'was répaid from the proceeds.of-the disposition of the Nutraceuticals Business and the Credit

Facility was terminated: Upon términation of the Credit Facility, we will récognize a loss for the write-off of

unamortized-debt financing costs and debt discount iri ot fiscal quarter ended October 3 £22006. At July 31, 2006,

iriarirtized deferred financing costs and debt discount fof'the Credit Facility were $3.7'million. - "+ "+
P A LA e e ' oo . -t MR '

PhariaBio Development — In December 2002, we entéred into an agréement with PharmaBio-Developmcﬁt,
Inc. (“PharmaBio™), the strategic investment’ group of Quintiles Transnational Corp., our contract research
organization. Under this agreement, PharmaBio invested $500,000 in us. In'return for the investment, we agreed
to pay PharmaBio an amount equal to 5.0% of all net sales of the OraTest® product in the Europeah Union and the
United States. The aggregated amount of the royalty can'nqi,é;c:cecd $1.25 million and the royalty is payable
cju;irterly. The investment was recorded as long-term debt and will be arﬁor@ized using the effective interest method.

" Industrial Dex}elopmépg Re\;er_z_'ue Bonds — In April 1999, Zila Nutraceuticals, In¢. entered into a transaction
with The Industrial Development Authority of the County of, Yavapai (the “Authority”) in which the Authority
i_s's‘qed Industrial Dévglop_mgnf Revenue Bonds (the “Bonds™). The proceeds from the Bonds were loaned to Zila
Nuyaceuticals, Inc. for the conétrgction of a new maanaéturing and laboratory facility. The initial offerings of
Bonds consisted of $3.9 million S_cr?és A and $104,000 Taxable Series B Bonds and mature in ‘20'19. The Series B
Bonds were repaid. The Bonds bear a variable interest rate that was 3'.9% at Jul 31, 2006. In connpction with the
issuance of the Bonds, the Authority required that Zila Nutraceuticals, Inc. maintain, for the benefit of the
Bondholders, an irrevocable direct-pay letter of credit to secure payment of principal and interest. As noted above,
we have placed approximately $3.6 million in.an interest bearing restricted collateral account to support this letter
of crédit. We, as the.parent company, guarantee-the replacement letter of credit.™ - _ : '
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On September 28, 2006, we redeemed Bonds in the amount of $2.8 million plus accrued interest. Funds in the
restricted cash collateral account were utilized for this repayment. Upon the retirement of the Bonds, we recognized
a loss of approximately $216,000. for the wme-off of the un:érno;z;gl deferred Fmancmg costs, which,will be

rt:ﬂf:ctedpn|our.ﬁsc:al;_quam‘:'r?e"n'dt-:I lllectobcr 3%2006 TR w

Cap:ral Lédses—"We lease facnlmes and equ:pment ‘some of Wthh are requlred to be capitalized in
accordance with SFAS No. 13, “Accounting for Leases” (“SFAS No. 137). SFAS No. 13 requires the capitalization
of leases meeting certain criteria, with the related asset being recorded in property and equipment and an offsetting
amount recorded as a liability.

Aggregate annual maturities of long-term debt and minimum payments under capital leases for the fiscal years
ending July 31 are as follows (in thousands):
Long-Term  Capital Total

: . : - Debt Leases Debt -

......... e 818289 TS T2 $18,361
....................... 245 65 310
e S 46 19 1765
et g -1-3- .3_;&.-».-{._.533?93?1' ..... B R} B 2/1‘5 7 - 245

: L R L R L e R Y L BRI

1,495 — 1,495

21,265 156 21421

18289 72 18,361

- $ 2,976 $ 84 $ 3,060

7. Stock Options and Warrants

Stock Options

Effective August 1, 2005, we adopted SFAS No. 123 (revised 2004), Share-Based Payment (“SFAS No. 123R”),
which revises SFAS No. 123, Accounting for Stock-Based Compensation (“SFAS No. 123”) and supersedes
Accounting Principles Board Opinion No. 25, Accounting for Stock Issued to Employees (“APB No. 25™). Prior to
August 1, 2005, we applied the disclosure-only provisions of SFAS No. 123. In accordance with the provisions of
SFAS No. 123, we applied APB No. 25 and related interpretations in accounting for our plans and, accordingly, did
not recognize compensation expense for these plans because we issue options at exercise prices equal to the market
value of our stock on the date of grant.

SFAS No. 123R requires all share-based payments to employees (including share-based payments granted to
non-employe¢ members of a company's board of directors) to be recognized in the financial statements based on
their fair values using an option-pricing model, such as the Black-Scholes model, at the date of grant. We elected to
use the modified prospective method for adoption, which requires compensation expense to be recorded for all
unvested stock options and restricted shares beginning in the first quarter of adoption. For all unvested options
outstanding as of August I, 2005, compensation expense previously measured under SFAS No. 123, but unrec-
ognized, will be recognized using the straight-line method over the remaining vesting period. For share-based
payments granted subsequent to August 1, 2005, compensation expense, based on the fair value on the date of grant,
as defined by SFAS No. 123R, will be recognized using the straight-line method from the date of grant over the
service period of the employee receiving the award. '

SFAS No. 123R requires the estimation of forfeitures when recognizing compensation expense and that this
estimate of forfeitures be adjusted over the requisite service period should actual forfeitures differ from such
estimates. Changes in estimated forfeitures are recognized through a cumulative catch-up adjustment, which is
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recognized in the period of change and which impacts the amount of. unamomzed compensation expense to be
rccogmzed in future periods.-. .

~ Prior to the ‘adoption of SFAS No 123R, we recognized share-based employee compensation expense for
restricted stock awards and for stock issuances under our employee stock purchase plan. No share-based employee
compensation cost for our stock option awards has been reflected in net income prior to the adoption of
SFAS No. 123R. Results for prior periods have not been restated.

The adoption of SFAS No. 123R resulted in incremental expense for employee share based compensation in
fiscal 2006 of approximately $505,000 and had no tax effect since our dcferred tax assets are fully offset by a

valuation allowance due to our lack of earnings history. ‘ -' i

bl
“Prior to the adoption of SFAS No. 123R, the Company prcsented no tax benefits: of‘deductmns -resulting | from

R L T
the exercise of stock options as operating cash flows in the condensed consolidated statermnents of cash {IOWS,
SFAS No. 123R requires the cash flows resulting from the tax benefits resulting from tax deductions in excess of the
compensation cost recognized for those options (excess tax benefits) to be classified as ﬁnancmg cash flows,
Because of our lack of earnings history, no excess tax benefit has been recognized and therefore no financing cash
inflow is presented in our accompanymg consohdated statements of cash flows for the fiscal year ended July 31
2006. v

Pro forma net income and camings per share are as follows (amounts in thousands, except per share amounts):
o Fiscal Years Ended

C o _ July 31,
' 2005 2004
Stock based compensauon expense assummg fair value’ mcthod applled(l). ... $3915 $1.079
. Net income {loss) attributable'to common shareholders:
" Asreporled . . R R R $ 1,060 $(4.376)
Fair value impact of employee stock compensation expense not included in .
net income (loss) asreported. . . ... ..., e 3,872 1,013
Pro forma. . . . .. S IR S $(2,812)  $(5,389) -
Net income (loss) atmbutable to common shareholders per bas:c share .
oulstandmg <
Asreported . ... L. e P ... $ 002 $(0.10)
Proforma.......... PSPPI $ (0.06) $ (0.12)
Net income (loss) attributable to common shareholders per diluted share
outstanding:
Asreported .. ............ P L. 0§ 002 § {010
Proforma............. O Y e $ (0.06) $ (0.12)

{ I) Includes stock-based compensation cxpense for stock opuons for employees and directors and Employee Stock
' Purchase Plan activity.

Stock-based compensation costs are reflected in the following financial statement captions for fiscal 2006:

" Selling and mMarketing . . .. .o .ot $ 25
General and adminiStrative . .. .. oot e e e e 467
Research and development . .. ... .. ... ittt e 26

COINVENTOTY ... e e e e e 10
' ' $528
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The value of options is estimated on the date of grant using the Black-Scholes model based on the weighted
average assumptions in the table below. The risk free interest rate is based on the U.S. Treasury rates with maturity
dates appromma;::\y eggﬁ to the expected term of the grant. The hlstorlcal volatlhty of our stock is used as the basis
for the volatility ‘2 assumpuon U“The assumiplionsfor the;cxpected ferm is based on evaluanons of historical and
expected future employee exercnse behavior.

' Fiscal Years Ended
’ July 31,

2006 2005 2004

N 1 a0 . it

Black-Scholes model assumptions: R

1 YRR
Risk-free interest rate. . ... ....oouveeennnn- LLEL S AL B A% 4% 4%
Expected volatility . . . ................. L St e 87% 0 75% 5%
Expected term (in years) ', : ... ... R SoSao n T e 500 64 87
Dmdend yield........ e "“" R

o BERTY ] S8 DU : . .

We have one active ahdrc based stock award plan that pro¥1des for the grant of stock optlons and stock awards
to our employees, members of our Board of Directors and non-¢mployee consultants as approved by our Board of
Directors. We typically grant stock option awards to our employees and to-members of our Board of Directors at
prices equal to the market value of our stock on the date of grant. These options vest over a period determined at the
timéthe' Options aF€ granted, generally ranging from one to three years of continuous service; with maximum terms
ranging from five to ten years. Certain options granted to our employees provide for accelerated vesting if there is a

change in control” of Zila (as defined in the ptan).There are 4.6 million registered shares available for grant.

Under the ]997 Stock Award Plan, our non-employee dlrectors will recewe an annual grant of 30,000 shares
based on certain tenure and meeting attendance reqmrements as deﬁned in’the plan. In addition, our Board of
Directors may grant discretionary awards to non-employee ‘directors. These stock options vest quarterly in equal
increments. «

At July 31, 2006, we also have options for 24,600 shares owstandifig at'a’ weighted average exercise price of
$7.04 under a 1988 Stock Option Award Plan. The options were issued at an exercise price no less than the market
value at the date of grant and the options may be exercised at any time up to ten vears from the date of grant. No
shares were available for grant undcr thts plan

'
. ' "

During fiscal 2006, we granted stock opttons 10 non-employee consultants to purchase 102,000 shares of
common stock. These options are subject to vartable accounting and are adjusted to current fair yalue each quarter
during their vesting periods. During fiscal 2006, we recogmzed approxlmately $103, 000 as general and .admin-

istrative expense for these stock optlons .

. ' o .
' s ' , N ) PP
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. A summary of stock options activity within our stock award plan and changes for fiscal 2006 follow (shares |
and aggregate intrinsic value in thousands):

Weighted
Weighted Average
Average Remaining Apgregate

Exercise Contractual Intrinsic
) Shares Price Term Value .

Outstanding at July 31,2005..................... 2,345 $3.58

Granted . . .. ... . s 1,372 3.56

Exercised ........c.oviiiinninnnn. e 82) 209

Expired . .....ooooiiiin, R (330)  4.30

Forfeited . . . ... oot i e e e (70 3.50 ,

Outstanding at July 31, 200§ e e 3235 $3.54 ' 7.0 - 878
Options exercisable at July 3, 2006. .. ............ 2,071 $3.53 5.9 $857

The weighted-average grant-date fair value of options granted to our employees and directors during fiscal
2006, 2005, and 2004 was $2.06, $2.86, and $2.48, respectively. The weighted average-average grant-date fair value
of options granted to third party consultants was $2.19 for fiscal 2006. The total intrinsic value of options exercised
during fiscal 2006, 2003, and 2004 was $123,200, $197,700, and $520,500. Cash received from option exercises
during fiscal 2006, 2005 and 2004 was $171,900, $128,000 and $440,200, respectively, and was reflected as a
financing activity in the accompanying Consolidated Statements of Cash flows under the caption, “procecds from

. issuance of common stock.” ! :

As of July 31, 2006, total unrecognized compensation cost related to unvested share-based compensation
zirrangernents was apprbximately $2.0 million and the related weighted-average period over which it is expected to
be recognized is approximately 2.3 years. The total fair value of shares vested during 2006, 2005, and 2004 was
$343.500, $4.068,000, and $700,800, respectively. On March 3, 2005, our Board of Directors approved the
immediate vesting of all outstanding and unvested stock options previously granted under our 1997 Stock Award
Plan to officers and employees; for which the option exercise price was above the closing price for our common
stock on April 29, 2005. On such date, the closing price was $3.09. Options held by our non-employee directors

“were excluded from this acceleration. The immediate vesting of these options allowed us to avoid compensation
expense in future periods since these options were granted prior to the adoption of SFAS No. 123R.

Warrants
- As of July 31, 2006, we have warrants outstanding for 1.3 miilion shares of our common stock. We issued these

warrants to financial and medical advisors in connection with services provided. These warrants were valued using
" a Black Scholes model, and the value of warrants issued for services was charged to expense.

On March 24, 2006, in connection with the Credit Facility described and defined-in Note 6, we issued a warrant
to purchase 1.2 million shares of our common stock at $3.79 per share. In connection with the First and Fifth
Amendments to Credit Agreement, described in Note 6, the exercise price of such warrant was reduced to $3.14 and
$2.22 per share, respectively. The warrant has a term of five years and expires March 24, 2011.
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Activity related to such warrants, which expire at various dates through March 2011, is summarized as follows
(shares in thousands):

A Weighted
" Weighted “Average
Average Remaining Agpregate
Exercise Contractual Intrinsic
Shares Price Term Value
Qutstanding at July 31,2005 .. .................. 133§ 169
Granted . . . ... ... e e 1,200 314
Exercised ........ ... . .. . . . (16) 0.989
Forfeited/expired . . . ... ....... ... ... ... ...... (15) 4.50
Outstanding at July 31,2006 .. ... ............... 1,302 3.00 44 $383
Warrants exercisable at July 31,2006, ... .7 7 ... 1502 4 300N 44 $383

Stock Purchasre Plan

Under the Zila, Inc. Employee Stock Purchase Plan, we are authorized, as of July 31, 2001, to issue up to
2,000,000 shares of common stock to our eligible employees, nearly ail of whom are eligible to participate, Eligible
employees may have up to 15% of eligible compensation withheld and/or they may make a lump sum payment on
the last day of the offering to purchase our common stock. The purchase price for each share of stock is 83% of the
lower of the closing price on the first or last day of the offering period. A total of 49,900, 66,500 and 76,800 shares
were purchased in fiscal 2006, 2005 and 2004, respectively, for aggregate proceeds of $131,000, $190,000, and
$213,000, respectively. Our Employee Stock Purchase Plan is compensatory as defined under SFAS No. 123, and
accordingly we recognized non-cash stock-based compensation expense of $23,000, $33,000, and $37,000 in fiscal
2006, 2005 and 2004, respectively. There are 1.6 million shares available for grant under this plan.

8. Income Taxes

The consolidated income tax benefit (provision) consists of the following for the years ended July 31 (in
thousands):
006 2005 2004

Current:

Federal ... .. e $— & 35—
State .................... @ B’ @

Totalcurrcnt.......................' ............................ @ ® O

Deferred:
Federal ... ... i e e —_
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A reconciliation of the federal statutory rate to the effective income tax rate for the years ended July 31 is as.
follows:

2006 2005 2004

Federal Statutory TAE . . . ..o vt i et e e ot (35) % 35% (35)%

Adjustments: o C
State income taxes — net of federal tax effects . . ........ ... e — 4 . —
Non-deductible meal and entertainment expenses ... ................. L — 2 1
Non-deductible intangible amortization. . . ......... .. ... ... ... ... 1 13 4
Increase {decrease) in valuation allowance .. .............. ... ... ... 34 (33 30
Effective tax FAE . . .o vt v e et it e e 0% 1% 0%

The components of deferred income tax assets and liabilities for the years ended July 31 are shown below (in
thousands): '

. 2006 - 2005
Deferred income tax assets: ,
Net operating loss carry forwards .. ... ..o i .8 16056 & 4,15f
Book basis versus tax basis differences . . ... ... ... ... oo o oL 481 947
Alternative minimum tax credit. . .. ... . . e e s <2300 - - 230
Miscellaneous reserves and accruals . .. ... e e ., 382 637
Stock based compensation. .. ........ . ... ... e e Lo 14300 —
Other . ................: e e e 266 .82
Total deferred income tax ASSELS L., e e Ll - 17,558 6,047
- Deferred income tax liabilities: ' . J
Depreciation and amortization. . . ... .. ... e e TR (113)
Federal income tax on state NOL carryforwards . .................... (697 74
OWNEE + + v v v e e e e e e e e e (378) . (254
Total deferred income tax liabilities ............................. {1,153) (441)
Valuation allowance . ... ... ... iiie U .. (16405)  (5.606)

Net deferred income tax assets . . ... ..oovvunennnann s e $ i

e N . . ! . -

Deferred income taxes reflect the tax effect of temporary differences between the amounts of assets and
liabilities recognized for financial reporting and tax purposes. We have recorded a valuation allowance for our net
deferred tax assets due to a lack of earnings history. We regularly review our past earnings history and trends and
projections of future net income to determine whether a valuation allowance is needed. During fiscal years 2006,
2005 and 2004, we determined that it was more hkely than not that certain future tax benefits would not be realized.
Accordingly, valuation allowances were prowded for the entire amount of the net defen‘ed tax assets in these years.

AtJuly 31, 2006, we had federal net operating loss carry forwards of apprommately $40 2 m1lhon which expire
in years 2009 through 2026. . ‘

The other comprehenswc loss'in fiscal year 2006 ($18,800) and the other comprehensive income in fiscal years
2005 ($9,500) and 2004 ($2,200) reflect no income tax effect due to the recording of valuation allowances.
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9. Supplemental Schedule of Cash flow Information .

Supplemental cash flow information for the three fiscal years ended July 31 follows (in thousands):

< 2006 2005 2004
dnterestpaid .. ... e e e e $976 3168 §i58
Income taxespaid . . ......... ... .. 102 14 193
Capital lease obligation for new equipment ......................... 65 6 232
Non-cash effect of removal of contractual restrictions on issued common

o SIOCK Zs i ke s e e s S 49 135

i bt ot gL
Liability sausﬁed through lssuance of Gvarrams B

10. Convertible Preferred Stock

On February 1, 2001, we issued 100,000 shares of Series B Convertible Preferred Stock to National Healthcare
Manufacturing Corporation, as part of the acquisition of IST. The preferred stock is convertible into shares of
common stock at any time at a conversion ratio of one to one. The holders of the preferred stock are entitled to
receive cumulative quarterly dividends at a rate of $0.0975 per share per fiscal quarter, payable in arrears. Holders
of the preferred shares have no voting rights except as required by applicable law. We paid dividends of $39,000,
$68,250, and $19,500 during fiscal years 2006, 20035, and 2004, respectively. At July 31, 2006, accumulated accrued
dividends are $9, 750

11. Treasury Stock

During the quarter ended January 31, 2000, we began acquiring shares of our common stock under our stock
repurchase program announced in November 1999, The program authorized the repurchase of up to cne million
shares of Zila commen stock from time to time on the open market depending on market conditions and other
factors. As of July 31, 2004, we had purchased 225,100 shares of common stock at an aggregate cost of $571,000.
We have made no purchases of our common stock under this program since fiscal 2003, and have suspended
purchases under the program. In fiscal 2005, we reissued 6,689 shares of treasury stock for a stock award granted to
our Chief Executive Officer.

12. Leases

We lease offices, warehouse facilities and certain equipment, under capital and operating leases, with terms
generally ranging up to 2010 with options to renew for additional periods.

We entered into new capital leases totaling $65,000 and $6,000 during fiscal 2006 and 2005, respectively.
These capital leases are non-cash transactions and, accordingly, have been excluded from the Statements of
Consolidated Cash Flows. Interest paid as part of capital lease obligations was approximately $15,000, $9,000 and
$15,000 in fiscal 2006, 2005 and 2004, respectively. Amortization of assets recorded under capltal leases was
included in depreciation expense.

Operatmg leases are charged to expense as incurred. Rent expense for continuing operations for fiscal years
2006, 2005 and 2004 totaled $372 600, $301 000 and $321,000, respectively.

As part of our strategy to employ ﬁnanc1al assets in core business competencies, on January 30, 2004, we
completed the sale and a five-year leaseback of our corporate headquarters for approximately $1.7 million in net
cash. We realized a gain of $1.2 million, of which we recognized approximately $470,000 in the quarter ended
January 31, 2004. The $470,000 gain represents the excess of the net proceeds over the net present value of the
future lease payments. The balance of the gain of $765,000 was deferred and amortized on a straight-line basis aver
the five-year lease term as a reduction of rent expense in general and admlmslratwe expenses. The ]easeback is
accounted for as an operating lease.
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‘Future minimum lease payments as of-July 31, 2006 for capital and operating leases. follow (in thousands):

Capital  Operating

o - R . L Leases - Leases .+ Total
2007. . ...... PR S A LUl 385§ 413§ 498
2008 PR .69 368 437
2009, . S ey 20284 304
2010, .. oo e e — 203 203
2000, PRI PO e e . — 106 106
Thereafter. . ............... e e e P = — —

» Total minimum lease payments .= ... ...........: SRR L. 174 81374 . 81548
Lesq amounts repreﬂ;entmg interest . . L .; ........ -. - e ) 18 . '
. Present value of minimum lease payments ... ... 4., ... SRR -+ 156
- L;ees Currem pomon of capital lease obligations . ;. ... ...... L 72
Long term pomon of capltal leaqc obhganons ............ . ‘$ 84

Upbn the' dlsp0s1t1on of our - Nutrhceuticals Business Unit on October 2, 2006, we are no longer obllgaled for
future minimum rental payments for its capital and operating leases, which were approximately §115,000 and

$242,000, respectively.

13. Commitments and Contingencies . : ' ) i
FDA approval of the Oralest® producr '

We are pursuing FDA approval of a New Drug Application (“NDA”) for our OraTest® product. Factors that
will affect the cost and timing of completion of the clinical trials include, but are not limited to: (i) patient
enrollmem rates; (i) Tesion rates wnhm the study population; (111) comphance with the study protocol and related
monitoring; {iv) level of fundmg throughout the study; and (v) program modifications, or additional testing. At
July 31, 2006, we had approximately $428,000 of OraTest® rinse and swab inventory and ZTC™ drug substance, the
active mgredlem in the OraTest® product, and its related components; The drug substance currently has shelf lives
wuh varying explratlon dates We intend to realize the value of this inventory and. drug substance lhrough its
consumption during the conduct of the clinical trials, process .development, toxicology studies and vahdanon
testing of our mcgn_ufdctu.rmg process. Howcyc_r no assurance.can be given in this regard.

ViziLite® . S +

+We had $1.6 miilion of ViziLite® product in inventory and approximately $2.2 million of associated net long-
lived assets as of July 31, 2006. Shoulgl we be unable to generate sufficient revenues from future sales of ViziLite®,
we may have to reduce the carrying value of these assets. :

LI . ., . v L .. . ! : ' . vt

Litigation LY P SRR : C P s

. . 1

. Except as described below, as of July 31, 2006, we were not a party to any pending legal proceedings other than
claims that arise in the conduct of our business. While we cutrently believe that the ultimate outcome of these
proceedings will not have a material adverse effect on our consolidated financial condition or results of operauons
litigation is subject to inherent uncertainties. If an unfavorable ruling were to occur, there exists the possibility of a
material adverse impact on.our net.income in the period in which a ruling occurs. Our estimate of the potential
impact of the following legal proceedmgs on our findncial position and our resulis of operation could change in the
future.’-.. 1 - A i : .o CL S
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In connection with the acquisition of patent rights in 1980, we agreed to pay to Dr. James E. Tinnelt
(“Tinnell”), the inventor of one of our former treatment compositions, a royalty of 5% of gross sales of the invention
disclosed in his then pending patent application. In September 2000, we notified Tinnell that we:would no longer
pay such royalties because the obligations ceased in August 1998 when the related product patents expired and we
requested reimbursement of royalties paid since August 1998. We then filed suit on November 8, 2000, in the United
States District Court for the District of Nevada requesting a declaratory judgment that we had n6 royalty obligations
to Tinnell and requested judgment for the overpaid royalties. On April 22, 2004, the Court, in part, ruled in our
favor, stating that our royalty obligations to Tinnell ceased in August 1998, however, our request for reimbursement
of overpaid royalties was dismissed. Tinnell filed a notice of appeal and we have filed a notice of cross-appeal.
Briefs have been filed by both parties with the Ninth Circuit Court of Appeals.

On June 27, 2005 we sold our Zilactin brand of products to Blairex Laboratories, Inc. (Blairex). We received a
demand ‘for arbitration from Blairex dated February 8, 2006, claiming that they have suffered post-closing
economic loss as a result of losing distribution of certain products and requirements by the Consumer Product
Safety Commission. Pursuant to the Agreement of Purchase and Sale that documented the Zilactin sale, we will
arbitrate this dispute. Both of the events that are complained of occurred after the sale closed on June 27, 2005 and
are not covered by. any representations or warranties that were given to Blairex by the Company. At this time, a
range of possible loss cannot be accurately estimated; however, we will vigorously defend our position and expect to
favorably resolve this matter without material financial impact. Arbitration has been set for December 2006,

" Employment Agreements

We have employment agreements with certain officers and key employees which provide for eligibility for
future stock awards and for separation benefits, in certain situations. In addition, the employment agreement with
our Chief Executive Officer provides for salary, incentive bonus, and separation benefits.

Vital Health Sciences Ltd. License Agreement

On October 31, 2003, we entered into a license agreement with Vital Health Sciences, Ltd. (“Vital Health™)
that granted us the exclusive rights in the human dietary supplement market in the United States, Canada and
Indonesia for certain issued and pending patents, know-how and data pertaining to tocopheryl phosphates. A
subsequent agreement entered into on August 4, 2004,.extended the terms of the original agreement to give us
extensive rights in the animal dietary supplement market in these countries. Under the agreement, starting in fiscal
2005 we were required to make royalty payments based on certain levels of sales volume. Additionally, we were
subject to minimum annual royalty payment amounts, as defined. Upon the disposition of the Nutraceuticals
Business Unit, we no longer have any lability under this agreement for periods after October 2, 2006.

Supply Arrangements

In fiscal 2004, our wholly-owned subsidiary, Zila Nutraceuticals, Inc., in the ordinary course of business
entered into three-year supply agreements with two major suppliers for the purchase of $26.7 million of ascorbic
acid of which $13.4 miilion remains to be purchased in future periods. Ascorbic acid is the primary ingredient in our
Ester-C ® products. Purchases under one of these agreements commenced in July 2004 and with the other starting in
January 2005. Upon the disposition of the Nutraceuticals Business Unit, we are no longer have any liability under
these contracts for periods after October 2, 2006.

Indemnifications

During the normal course of business, we make certain indemnities, commitments and guarantees under which
we may be required to make payments in relation to certain transactions. These include: (i) intellectual property
indemnities to customers in connection with the use, sales and/or license of products and services; (ii) indemnities
to customers in connection with losses incurred while performing services on their premises; (iii) indemnities to
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vendors and service providers pertaining to claims based on negligence or willful misconduct; and (iv) indemnities
involving the representations and warranties in certain contracts. In addition, under our by-laws we are committed
to our directors and officers for providing for payments upon the occurrence of certain prescribed events. The
majonty of these indemnities, commitments and guarantees do not provide for any limitation on the maximum
potential for future payments that we could be obligated to make. To help address these risks, we maintain general
business liability insurance coverage, including product, commercial, general, fiduciary, employment practices and
directors’ and officers’ liability coverages. We have not recorded a habrl:ty for these indemnities, commitments and

other guarantees in the Consolidated Balance Sheets.

14. Employee Benefit Plan

L We makc available to all eligible employees, the Zila, Inc. 401(k) Savings and Retirement Plan (the “Zila
Plan”) We may make matchmg or profit sharing contributions to the Zila Plan. Our contributions to the Zila Plan
wcre $182 000 $185 000, and $223 000 in ﬂscal 2006, 2005, and 2004, respectively.
15. Accrued Liabilities

»i. Accrued liabilities consist of the following at July 31 (in thousands):

;.; . . 2006 2005
*" Accruedprofessional and consulting fees .. ........... .. oo $1,739 31,248
Accrued royalties . . .. ... e e 505 815
Accrued employec compensatlon and related taxes ........... ... ... 516 712
Accrued advemsmg e e 803 433
‘Othcr.." ............ SR AP 593 510
Total accrued Habilities. .. ... $4,156 $3,718

16., Segment-lnformatlon !

-~ As of the fiscal year ended July 31, 2006, our business was organized into three major groups, all of which have

distinct product lines, brand .names and are managed as autonomous business units. The following reporting
segments have been identified for purposes of applying SFAS No. 131 “Disclosures about Segments of an
Enterprise and Related Information™: The Nutraceuticals Business Unit, which includes Zila Nutraceuticals, Inc.,
the manufacturer and marketer of Advanced Protection Ester-C® and’ Ester-E®, proprietary, branded, highly
effective forms of vitamins C and E; The Pharmaceuticals Business Unit which includes Zila Pharmaceuticals, Inc.
and the ViziLite® chemiluminescent light for the illumination of oral mucosal abnormalities, and Peridex?®
prescription periodontal rinse; and The Zila Biotechnology Business Unit, which includes Zila Biotechnology
Inc., Zila Technical, Inc., :and Zila Limited, and is the research, development and licensing business specializing in
pre-canceg/cancer detecnon through its patented Zila® Tolonium Chloride and OraTest® technologies and manager
of the OraTest® product an oral cancer diagnostic system. We evaluate performance and allocate resources to
segmenls based on operatmg results.
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* Information about our reported segments (with corporate representing a reconcﬂmg item) is set forth below for

each of the three ﬁscal years ended July 31 (in thousands).: ' S el
‘Nutraceuticals . Pharmaceuticals Biotechnology Corporaf.e Total
Net‘rev_enues from continuing ‘ S L '
. Operations; | ) L . ,
2006 .. $21,472 $ 6,716 $ — § — $28188
2005 ... 38471 3,018 — T — - 43,489

2004 ... 32,433 4,249 — — 36,682

Income (loss) from Continuing
opcratlons before income taxes:

J2006 ...l i . (2,692) (347 (9 336) . .(10,290)  (27,745)
2005 L. . , e 9,022 (1,011) ‘ oo (8 541) (6,73!5)‘ (7,265)
2004 ... 8,300 (619) (7142 @2 @173)
Identifiable assets from continuing :
operations: : _ _ _
2000 ... C32,774 e 9,599 - 9680 ' 4311 56,364
2005 ... 34,084 10,949 18,993 1,392 65,418
2004 ... e 31,469 11,521 - 15,561 - 3,558 - 62,109
Capital expenditures . ) _ . . L
2006 ... .. e 447 ., 128 , 421 . .22, 1,018
2005 ..o 735 279 737 ., 120 1,871
2004 .. 759 31 3 450 1,277
Depreciation and amortization ' : T
2006 e 1,269 4 851 C 2060 2,727
2005 ... 1,131 344 732 207 2,414
2004 .. 1,057 330 683 - . 99 2,169

Revenues' from sales made in the United States from' customers attributed to all foreign countries were
$6 127,000, $5,779,000, and $5, 416 000 in fiscal years 2006 2005 and 2004, respecnvely - 1" ' L

.oet

1‘7 Quarterly Fmanmal Data (Unaudlted) v

v + . v '

Quanerly financial mformatlon is presented in the following summary (m thousands exccpt per share

amounts) s : S _ , . .
L ' ' Cowes’ - i
¢ ’ . . R Quarter Ended . .
i ; : ' T "+ . ' October31  Janvary 31 . April30 . July 31
Net revenues. .............. LI 89114 $8881 $5986 ©$ 4,207
Gross Profit ... .ovue e 5,646 5412 3,604 2,026
Loss from continuing operations . .. ..... ... ..., - (4,687) (7,152) (7,926) (7.983)
Income from discontinued operations. . ... ........ (315) (54) (149) (1,040)
Net income (108S) - - -« v v ee e $(5,002)  $(7.246) $(8,075) $(9,023)
Basic and diluted net income (loss) per share: . )
Loss from continuing operations . ............. ‘$ 0.1y - $ (0.16) $ (0.18) § (0.17)
Income {loss) from discontinued operations . . . ... (0.01) 0.00 " (0.00) (0.02)
NELIOSS « o vt eee e et $(0.11) $(016) $ (0.18) $ (0.i9)
F-30



ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continues)

W 2005 .
Quarter Ended ‘ e
October 31  January 31 April 30 July 31

Net revenues: . .. .. ... B $9681  $10816 11798 $11,194

Gross profit. . ... ~ 6502 7,285 8246 ... 1173
Loss from continuing operations. . .............. - {(2,837) (2,384)  (1,505) . , (547}
Income (loss) from discontinued operattons e 125 (272) (646) 9,165
NetI6ss. . ... e . SQT12) $(2656)  $(2151) $ 8618
Basic an_d diluted net income (loss) per share: . ,' ‘ ) : ' . ‘ .
Lass from continuing operations.. .. ........ .. 8 {0.06) $,(0.05 .. % 0O, § 0.0} -
Income (loss) from discontinued operations. ceeen 000 (0.0]) (0.01) 0.20
Netloss............ e G o o5 (0.06).. $ (0.06) $.(0.05)y §:0.19
e ., : i S P
18. Subsequent Events ' Ll L T By T

1
Dtspos:ttan of the Nutraceuncals Busmess Unif — On August 13 2006 we entered mto a stock purchase

agreement to sell our Nutraceuticals Business Unit to NBTY Inc. Followmg dpproval of our shareholders on
Octobcr 2, 2006 we completed the sale for a purchase price of $37.5 million in cash (Subject to a working Cdpltdl
ad_]ustmcnt and the retirement of the Bonds) plus up to an additional $3 mtlhon in cash contmgcnt apon. the
pcrfonnance of such division during the one-year period after thc closmg Under the stock purchase agrccment we
have. agreed to Indcmmfy NBTY, Inc. for a number of matters 1nc1ud1ng the bredch of our representattons
warranties and covenants contained in the stock purchase agreement, in some cases until the exptratton of the statutc
of ltmttatlons applicable to claims related to such breaches. ; o C : -
' " 4 ) - el f LI S ¢

The dlsposmon of our Nutraceutlcals Business Umt is consistent with our stated strategy to focus on our
business operations on the development and commercialization of products with- the highest growth potential from
our Pharmaceuticals and Biotechnology Business Units, T

In accordance with SFAS No. 144, we expect to reflect the results of operations of the Nutraceuticals Business
Unit as discontinued operations, including the related gain on the sale, net of any applicable taxes, in the
consolidated financials statements included in our quarterly report on Form 10-Q for our fiscal quarter ended
October 31, 2006.

At July 31, 2006, the significant classes of assets and liabilities of the Nutraceuticals Business Unit are as
follows (in thousands):

CULTENE BSSEIS .« + o v e e e e e e e e e e e e e e e e e e e e e e e e e e 314,271
Property, plant and equipment. . . . . . ... ... e, 6,707
GoodwWill . . . e e e e e 2,897
Patents, trademarks and other intangibles .. ....... . ... .. ... . ... . i 8,675
L7Vt ol 17 -2 ¢ PN 224

TOAL ASSELS . . v v v vt e ettt et e e e e $32,774
Current Habilities . . . ..o e e e e e $ 4,856
Bonds and capital lease obligations. .. ...... ... .. . .. 2,532

Total Habilities . . .. ..ottt e e e e e $ 7,388
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ZILA, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — {Continues)
The following table summarizes the’ opcratmg results of the Nutraceutlcals Business Unit included in the

Consohdated Statements of Operatlons
Fiscal Years Ended July 31,

2006 2005 - 2004
Netrevenues . .................. B . $21,472 -$38471  $32,433
Income (loss) from operations . ............ ... 0vviininnn. (2,692) '9022 ‘ 8‘300 '

t,
A portion of the proceeds from the disposition of the Nutraceuticals Business Umt were. used to repay

- approXimately’ $20.0 million outstanding under the Credit Facility plus accrued interest. We terminated the Credit

Facility on October 2, 2006, and we paid no penalties paid in connection with the repaymem of indebtedness
outstanding under the Credit Facility or the termination of the Credit Facility. - .+ - b

Also, in connection with and as a condition precedent to the diSposition of the Nutraceuticals Business Unit, on
September 28, 2006, we redeemed the outstanding Bonds of approximately $2.8 million plus accrued interest from
funds in the restricted cash collateral account, cancelled the irrevocable direct pay letter of credit, and terminated
the Reimbursement Agreement which are more fully described in Note 6. We incurred an early termination penalty
of approximately $66,000 in connection with redeeming the Bonds and terminating the Reimbursement Agreement.

Potential Acquisition — We have executed a non:binding letter of intent for the potential acquisition of a
privately-held dental products company for $34.0 million and are engaged in’ negotiations in an effort toreach a
definitive agreement. If this transaction is complgted the vaUISltlon and integration of th‘e target’ company would
prov1de us with,a nationalssales and markétifig Organization that datails a small siiite of” propnetary ‘high margm
dental products that complemem our cancer screening and detection products. There can be no assurance that we
will be able to reach a definitive agreement wuh lhe seller or that we will be able to complcte this potenna]

acquisition.
o

During fiscal 2006, we incurred $724,000 of costs associated with this potcntlal acqmsmon consnstmg
primarily of deposits, legal and other costs associated with the due diligence efforts. These costs are capitalized as
part of other long-term assets in the accompanying consolidated balance sheet at:July 31, 2006 and-are reflected as
part of investing cash flows for acquisition of operations in the accompanying consohdated statemeént of cash flows
for the year ended July 31, 2006. '
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SCHEDULE II

. o VALUATION AND QUALIFYING ACCOUNTS
Balance at Charged to , . Balance at
. Beginning Costs and . End of
Description of Period Expenses Deductions of Period

{In thousands)

Allowance for doubtful accounts receivable:

July 31,2004, . ......... .. P $ 317 $ (90 $168 $ 59
July 31,2005, ... ........... R 59 37 54 42
JULY 31,2006 ..ot 42 ©(26) 10 6
Allowance for sales refurns: _ '
July 31,2004. . ...... e I : 294 154 235 213
July 31,2005, i e e 213 1. 116 108
July 31,2006, ............ e 108 ' 124- - --1'?"'3@.1};!{;' . .64
Inventory. reserve: . . _ . | , Al
July31,2004. ... ....... e SRR 55 172 330. . 197
July 31,2005, . oo oea SRR 197 290 - 347 140
July 31,2006, .. ..........: O S 140 - 373 456 57
Deferred tax valuation allowance: ] Ce
July 31,2004 ..o L. 5259 945 e 6,204
ULy 30,2005 .o oo 6,204 - — 598 5,606
July 31,2006 .. ..o oiiia e, 5606 - 10,799 — 16,405
}
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' : EXHIBIT 31.1

Certification of the Principal Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, Douglas D. Burkett, certify that:
1. | have reviewed this annual report on Form 10-K of Zila, Inc.

2. Based on my knowiedge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects ‘thé'financial condition, results of operdnons and cash flows of the registrant as
of, and for, the periods presented in this report;

4. The registrant’s other cemfymg officer(s) and I are responsible for establishing and maintaining disclosure
controls and procedures (aq défined in Exchange ‘Act Rules 13a-15(¢} and 15d-15(e)) and internal control over
ﬁnancml reporting {as deﬁned in Exchange Act Rules 3a-15(f) and 15d-15(f)) for the reglstrant and have:

a. designed such disclosure controls and procedures, or caused such disclosure controls and procedures
to be designed under our supervision, to ensure that material information relating to the registrant, including its
c¢onsolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

b. ‘designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and thé preparation of f1nanc1al statements for external purposes in accordance with
generally accepted accouriting principles;

c. evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions-about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on siich evaluation; and

d. disclosed in this report any change in the registrant’s internal control over financial reporting that
* occurred during the registrant’s most récent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected oris reasonably llkeiy to materially affect, the registrant’s internal

" control over fipancial reporting; and = - :

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

a. all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize, and report financial information; and

.

b. any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

1

_fs/ _DoucLas D. Burkgrr, Pn. D,

. .. =~ . .. "t Douglas D. Burkett, Ph. D.
o e " Chairman of the Board, President and
«. .., .+ - Chief Executive Officer
I e {Principal Executive Officer)

Date: October 10, 2006




EXHIBIT 31.2

Certification of the Principal Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002

I, Andrew A. Stevens, certify that:

1 have Teviewed i annnal TepoTron Form Otk e Zfﬁ"lncwmmm“"""’E""""""".és""‘ﬁ o

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state
a material fact necessary to make the statements made, in light of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all materia! respects the financial condition, resulis of operanons and cash flows of the registrant as
of, and for, the periods presented in this report

3

4. The reglstran't S other cemfylpg ofﬁcer(s) and Tare re;ponmble for establlshmg and mamtalmng disclosure.. -

‘m .
conlrols and proccdures (d‘; defined: 1n Exchange Act Ru]es "133 lS(e) an(h‘lrﬁdmLS(e)) and mtemal contr'g'lé%\{rg

financial report1n5 (.15 defined in Exchange Act Rules 3a- 15(f) and 15d- 15(f)) for the reglstram and have:

a. designed such disclosure controls and procedures or caused such disclosure controls and procedures

~ tobe désigned under our supervision, to ensure that material 1nformat10n re]atmg tothe registrant, including its

consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in
which this report is being prepared;

b. designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements of for external purposes in accordance with
generally accepted accounting principles;

¢. evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and

ot ’ r o
d. disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect the registrant’s internal
control over financial reporting; and

5. The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation of internal
control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of
directors (or persons performing the equivalent functions):

a. all significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process,
summarize, and report financial information; and

b. any fraud, whether or.not material, that involves management.or other employees who have a
significant role in the registrant’s internal control over financial reporting.

/sl .ANDREW A. STEVENS

Andrew A. Stevens
" . Vice President and Chief Financial Officer
(Principal Financial Officer)

Date: October 10, 2006




v ' EXHIBIT 32.1

CERTIFICATION PURSUANT TO

18 US.C. SECTION 1354,
‘AS ADOPTED PURSUANT TO )
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

This certification is not deemed filed pursuant to the Securities Exchange Act.of 1934, as amended, and does
not constitute a part of the Annual Report of Zila, Inc. {the “Company”) on Form 10-K for the period ended July 31,
2006 as filed with the Securities' and Exchangé Commission on the date hereof (the “Report”).

- In'connection with the Report of the Company, [, Douglas D.;Burkett, President'and Chief Executive Officer of
the Company, hereby certify pursuant to:18 U.S.C. §1350, as adoptcd pursuam to §906 of the Sarbanes-Oxley Act of

2002, that to the best of my knowledge that:

(1) The Report fully complies with thie requirements-of Section 13(a) or 15(d) of the Secunnes Exchange
Act of 1934; and

. (2) The .information contained. in"the Report- fairly presents, in all material ‘respects, the financial
condition and results of operations of the Company. '~~~ =« -« %

s B as D). W wrdses B 0




EXHIBIT 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO

SECTION 906. OF THE SARBANES OXLEY ACT OF 2002

ST e G T e A
This certification is not deemed ﬂled pursuant to the Securities Exchange Act of 1934 as amended, and does

not constitute a part of the Annual Report of Zila, Inc. (the “Company”) on-Form 10-K for the period ended July 31,
2006 as filed with the Securities and Exchange Commission on the date hereof (the “Report™).

In connection with the Report of the Company, I, Andrew A. Stevens, Vice President and Chief Financial
Officer of the Company, hereby certify pursuant to 18 U.S.C. §1350, as adopted pursuant to §906 of the Sarbanes-
Oxley Act of 2002, that to the best of my knowledge that: -

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange
Act of 1934; and

(2) The information contained in the Report fairly presents in all matcnal respects, the financial
condition and results of operatlons of the Company. .. . e e s

/s/  ANDREW A. STEVENS

: Andrew A. Stevens
VicepPresidenyandfChic gRinancialfonicey

Brincipalinancial@ffices)




HNANClAQFhGHUGHTs
Zila, Inc. and Subsidiaries

(In thousands, excep't:' per share data)

Net Revenue

Loss from Continuiné Operations Before Income Taxes

Income {Loss) from :I;)iscontinued OCperations

Net Income (Loss) 'L

Basic and Diluted Nét Income (Loss) per Common Share
i!

Balance Sheet Da_fa:

Current Assets :

Toral Assets J

Current Liabilities

Long-Term Debt
i

Total Liabilities

Equity

' Includes income aqd gain from discontinued operations of $8.4 million.
|

i '
The financial information in this report is in summary form. The complete financial statements and notes for the year ended July 31, 2006 were

$ 28,188
(27.745)
(1.598)

$ (29.346)

$  (0.64)

$ 22970
56,364
29,824

3,060
33,113
$ 23250

$ 43489
(7.265)
8,372

$ 1,099
$0.02"

$ 32639
65,418
9815
3,328
13,696

$ 51,722

(162)
$ (4.337)
(0.10)

g

$ 30123
62,109
7,581
3,650
i1.880

$ 50228

i

filed with the Securmes and Exchange Commission in our Annual Report on Form 10-K.The financial and other information in this report is
T

quahf‘ed by the mformanon contained in our Annual Report on Form 10-K and should be read in conjunction with such Annual Report on

Form 10-K.

i ANNUAL MEETING
|

Zila, Inc’s Annual Meeting of Shareholders will be held on:

‘V Thursday, December 14, 2006,

i 9:00 a.m,

Arizona Biltmore, 2400 East Missouri, Phoenix, AZ 85016.

| Vote by calling 1-888-277-8362 or go online at www.computershare.com/us/proxy.

This document contalns forward-looking statements with in the meaning of Section 27A of the Securities Act of 1933 and Section 21E of the Securities Exchange
Act of 1934, These forward-looking statements are based largely on Zila's expectations or forecasts of future events, can be affected by inaccurate assumptions,and
are subject to various-business risks and known and unknown uncertainties, a number of which are beyond the Company’s control. Therefore, actual results could
differ materially from the forward-looking statements contained herein.A wide variety of factors could cause or contribute to such differences and could adversely
impact revenues, proﬁtablhty, tash flows and capital needs. There can be no assurance that the forward-looking statements contained in this document will, in fact,
transpire or prove I be accurare, For a more detailed description of these and other cautionary factors that may affect Zila's future results, please refer to Zila's
Form 10-K for the fscal year ended July 31,2006, filed with the Securities and Exchange Commission.

]
i
i
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Zilz, Inc., headquartered in Phoenix, is a leading cancer diagnostic company initially focused on oral cancer:

Zila Pharmaceuticals is dedicated to establishing ViziLite® Plus as the new standard of care within dental offices nationally for the early detection of oral
abnormalities that could lead to cancer. Zila Biotechnology is focused on achieving regulatory approval for the next generation oral cancer diagnostic,
OraTest®, followed by the development of additional applications of its cancer detection technologies including products for the early detection of cervi-

cal and esophageal cancer.

ABOUT ZILA, INC.
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